- — 


FILL 


Ontario Studies in Tax Reform e) 


Se oe -onnen ae 


CAR an 


TRI! 
Tt Sos 


Technical Study on 
Integration 


3 1761 12060713 0 


Staff Paper 


Department of Treasury and Economics 
Taxation and Fiscal Policy Branch 


Governmer: “ 


Publications 


©) 


Digitized by Internet Archive 


https://archive.org/details/31/61120607130 


( RA AA? | 
' Hi 7 tario studies in tax reform 5 
i 


Technical study onintegration 


Staff Paper 


ONTARIO 


Taxation and Fiscal Policy Branch 
Ontario,Department of Treasury and Economics 


Government 


Publications 


. 4 / 
p< 
/ 


ONTARIO PROPOSALS FOR TAX REFORM IN CANADA 


1 Hon. Charles MacNaughton Ontario Proposals for Tax Reform in Canada 
1} Hon. Charles MacNaughton Tax Reform and Small Business 
I] Hon. W. Darcy McKeough Taxation of Corporations and Shareholders 


ONTARIO STUDIES IN TAX REFORM (Staff Papers) 


1. Analysis of the Federal Tax Reform Proposals 
2. Effects of Ontario’s Personal Income Tax Proposals 
+f Technical Study on Tax Reform and Small Business 


4. Tax Reform and Revenue Growth to 1980 


5. Technical Study on Integration 


Copies may be obtained from the 
Taxation and Fiscal Policy Branch, 
Department of Treasury and Economics, 
Frost Building, Queen’s Park, 

Toronto 5, Ontario. 


9403-1050 


PREFACE 


In June 1970, the Ontario Government published the Ontario Proposals for Tax Re- 
form in Canada. This was followed by a more fully developed set of proposals for the 
taxation of small business, contained in the paper, Tax Reform and Small Business, pub- 
lished in December, 1970. The general proposals of the Ontario Government for the taxa- 
tion of corporations and their shareholders have now been expanded in the paper, Taxation 
of Corporations and Shareholders, issued by the Hon. W. Darcy McKeough, Treasurer of 
Ontario and Minister of Economics, in April, 1971. This supporting study analyses in some 
detail the administration and accounting which would be necessary under a general system 
of half integration of the corporate and shareholder tax. It displays the complexity and 
deadweight of the proposed system and the resultant difficulty in making such a system 
work in practice. 


This staff study was undertaken in the Taxation and Fiscal Policy Branch, Ontario 
Department of Treasury and Economics, as part of the continuing series of Ontario Studies 
in Tax Reform. In preparing this study we drew on the expertise and knowledge of outside 
advisers and consultants, including tax lawyers and accountants. We wish to acknowledge 
their major contribution. 


H. I. Macdonald T. M. Russell 
Deputy Treasurer and Director 
Deputy Minister of Economics Taxation and Fiscal Policy Branch 
April, 1971 


renew “ait ) 
Te wun. 
Avani (ive th 
yxaeal hh 1 


a ‘si 


T aieis 
iM bite 


Vio. 
- 


~— 


, 


is ; 
a 


06 ant 


op Ty 


bop Let 


qt 


viral 


TABLE OF CONTENTS 


GEAR FAG Ee Ua eset Rc ae Aoeee 5 Sate WI eee Sere cote atacand acfaseah backad ioe eee oe nt a acl pe tae 3 
infroductioria ie. Ake Ae Pe ee er ere Ae el th 
he General Scheme. .:te-ve oj cssdeio is causes console ae ee en 10 
Creditable; Corporate: [ax iccidevccaasezty sos eavheces secu ae ee ee ee eee 10 
Corporate CreditablesiaseAccountss 202 aes pees et eee ie 
Creditable Federal axvandeCreditable Proyineial, 1 aixeeeetae ie eee ee ee ee 14 
Corporate Tax Payments to Provinces having Collection Agreements ............cc.cccceeeeeees 15 
Corporate Tax Payments to Provinces not having Collection Agreements .................088 16 
Nowcreditable: Provincial Tax'Paymients #5.) 2 ee ee as Lee 
Non-deductable- Expenditures F-series cen cg aces eae 20 
Overpayments.and: Refunds: ...0.0.5. <covecace Rieeh «Poe ater tere tees ER IER eee eee ema es 20 
Assessments and Appeals - ori ccsercss cst eo reeetee cae eee ee a eee ly paps 
Inter-corporate* Holdings ee Gee cs eee ee ence en a ORE saree etens pie 
insufficient Creditable Tax, sgl) gece ete cemecs es een eee pa | 
Expenses of Earning Dividend: Income: =.-25.-4 ter enes cre 29 
Corporate Capital Gains and Losses scutes ergs econ eae ee ae ee a8 
Accounting for 33-73 percent and) 25 per cent Creditable Dax. yee eee 33 
Creditablé Foreign Tai iccecesecctecs chicas ene eearceacaacaeseosaab neces 7eeeaeeer cee wane te ree ete 38 
Recording and Distributing Creditable Foreign Tax s.,..29.2csc.<2.02-<0cecunsnsavedunnnaninenaersnansens 40 
Creditable Foreign Branch Vand csc cs: coesvatrecssits os cocen toasts oa naan ane aeaaae gee 45 


Shareholders Receiving Dividends Carrying Creditable 
Foreien, Tax:and Creditable, Canadian: Vax soecesrace sect seesterc trae meneeece eee cance ee 46 


Individuals and Corporations not Resident in or Having Income 


Allocated to Other than-a Prescribed: Province aio iacc esse scene tess ace eee coset ate eee 47 
Mining Com panies : ts sesacsseestcseasvecislste coed icosncaccdtes aie adeamatas esamemnca cnet e cararaden ce ere mene tetera 49 
Installment Payments Of¢T aX wescezecsdescesieei secastoncee cree nereeere sae arae tee ete HUA c eae nora ee 51 
Provinces Not Party to the Collection Agreement for Personal Income Tax ..................... 54 
Changes.in’ Corporate Tax: ParticipatiGn: Asca.gns a or eee da ee ee ee eee tet ee nc oa 56 
Start-up-Provisions - cc../M inde Pe Ee es ee a ee 56 
Commons Committee Proposal for Free Flow 

Intéer-Corporate: Dividends. -zvssila2 (sk ceson ee ee 58 

APPENDIX 
Illustration of Canadian Corporate Tax Computation 
and. Integration of Corporate-and, Shareholder Daxy....-.s. eee ee ee 61 


LIST OF TABLES 


A-2 


SCOUTING LOY Credita bie: bax. s, nosschelvcseee eee eee eee etd a7 eee ae eee 


Creditable Tax for a Company Paying Tax in Ontario 
and. Quebets. Lysate Deetoacs, ore arth aeotee WEG eee Oe. 


Accounting for Creditable Tax: Overpayments and Refunds o:..:....0200..s0s00senss00000 
Accounting foriCreditabler]axtyAssessients andiA ppéalsee..cete aot kee eee. 


Application of Interest Expense against Dividend or 
Business Income: awees tis. ete. es eee ese ee ee ee 


Accounting for Creditable Foreign Tax on Dividend Income 1.2: .ci. sie cieee athe cseceet 
some Alternative Procedures for. Taxing: Mining Profits ge: 42 caeserseeese, aro ee 
Computation of Taxable Income, Tax Payable and Creditable Tax ...................... 


Illustration of Commons Committee Proposal for Free 
Fiow of Inter-corporatesDividends 4 Sa. rch to eae, be eee 


Illustration of Canadian Corporate Tax Computation and 
Integration of Corporate.and siarenoldets) axe. es ae ee nese 


Computation of Canadian Corporate Tax and Integration of Corporate 
and; Shareholden Tax-A fier, Rcoreaniza tions ce tyes en cres ee sees ree eee 


Comparison of Position Before and After Reorganization ..............:ccccsecceeseeeeeeeees 


Technical Study on Integration 


TECHNICAL STUDY ON INTEGRATION 


Introduction 


7 In its white paper on tax reform the federal government proposed the integration of 
corporate and shareholder taxation through a system of gross-up and credit.! The 20 per 
cent dividend tax credit would be abolished and would be replaced by a system of taxation 
which would provide full integration for closely-held corporations and half integration for 
widely-held corporations. Under such a system corporate tax paid would be treated as a 
pre-payment of the shareholder’s tax. In the case of full integration, all of the corporate tax 
paid would be so treated, whereas in the case of partial or half integration only 50 per cent 
of the corporate tax would be so treated. The Commons Committee gave qualified approval 
to a general system of half integration with a limited form of full integration for Canadian- 
controlled closely-held companies.” 


2 This technical study describes the general scheme of integration and reviews the need 
for corporations to identify and record amounts of creditable tax for purposes of advising 
shareholders. Procedures to identify creditable federal tax, creditable provincial tax and 
creditable foreign tax at the corporate level are set down, together with a discussion of the 
use of this information by the individual or corporate shareholder. Much of the discussion 
will relate to the administration and accounting under a general system of half integration. 
Appendix A to the study illustrates the accounting for integration by a hypothetical 
Canadian company and describes a possible form of corporate reorganization to obtain the 
maximum benefit for the various types of shareholders. While the federal white paper 
proposed a system of full integration by way of partnership option for Canadian closely- 
held companies, this subject is not dealt with in this study. 


3 The comments as to methods and procedures to be employed have been based as far as 
possible on the original federal white paper on tax reform and on the technical paper on this 
subject issued by the Department of Finance on March 19, 1970.° Even with the benefit of 
these documents, all the necessary information to analyze fully the integration proposal is 
not available. Consequently, it has been necessary to make a number of assumptions con- 
cerning procedures to be employed. 


Hon. E.J. Benson, Proposals for Tax Reform (Ottawa: Queen’s Printer,1969), hereinafter referred to as the federal white 
paper. 


18th Report of the Standing Committee on Trade, Finance and Economic Affairs Respecting the White Paper on Tax 
Reform (Ottawa: Queen’s Printer, 1970), hereinafter referred to as the Commons Report. 


3 Department of Finance, “‘Giving Shareholders Credit for Corporate Taxes”, mimeo, Ottawa, March 19, 1970. 
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The General Scheme 


4 Under the integration system, a shareholder, on receipt of a (cash or stock) dividend, 
would include in his income the actual dividend received plus the amount of corporate tax 
considered to have been paid on his behalf. He would compute his personal tax on the 
grossed-up amount and would claim credit against his resulting tax liability for the corporate 
tax paid. This procedure may be illustrated as follows: 


Shareholder’s Marginal Rate of 
Personal Income Tax 


O% 30% 60% 
Full Integration 


Stock or cash dividend received ........... 2.405 $100 $100 $100 
Add corporation tax considered to 
have been paid on behalf of the 


shareholder. kind: Sito tile eee ean e100; 100 100: 
Gross incomes vaicias says > 22 5. ees $200 $200 $200 
Giese fies bi. A A ee) ee ae eee > 0 $ 60 $120 
Léss credit. forcorporauion tax, <r mace ee 700i 100° 4100: 
shaxcowine (refutid Ves sa tps cerctoke te eben eee ($100) ($_40) $_20 
Shareholders net retention... .A eee $200 $140 80 


Half Integration 


Stockior cash dividendreceived sos 3 ae ee $100 $100 $100 
Add corporation tax considered to 
have been paid on behalf of the 


SEES 1110) (0 (2) Sauplana SCM ay ROM Pater hei 2 So! 750. 50) aso) 
GTOSSINOONIEs sch On shes eee se eee $150. $150 $150. 
MSTOSS CANE ee nde ect Aes cae ee, eee eee $ $ 45 $ 90 
[ess credititar corpordtion tax. 25 0) ee eee ess £T50) 2 OU 
Taxtowine Greeting) ata. PA ae eee ($ 50) Coae>) $ 40 


Creditable Corporate Tax 


5 The amount of corporate income tax considered to have been paid on behalf of the 
shareholders would be determined by reference to actual payments of tax by the corpora- 
tion. The portion of the corporate tax which was creditable to shareholders, i.e. 100 per 
cent or 50 per cent, would flow with dividend payments dollar-for-dollar, or dollar- 
for-two-dollars, until the total pool or fund of creditable tax was exhausted. If dividends 
were paid at a time when the corporation had little or no creditable tax, the shareholders 
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would receive dividends carrying less than the maximum creditable tax. Only the amount 
considered to flow to them would be reflected in the gross-up and credit calculation. This is 
illustrated as follows under a system of half integration for an individual shareholder having 
a 30 per cent marginal rate of tax. 


Corporate Tax Paid 


$ 0 $ 50.00 $100 
Stock or cash dividend received............... $100 $100.00 $100 
Add corporation tax considered to 
have been paid on behalf of the 
SIEAL CONG E og. cares aan. e ais ty eros ents mac tea 0 25.00 50 
RISE ATIC ONE 4s eee Ee coc ks Secs eee $100 $125.00 150 
US OSS. ARN eee oe a Fae Tee ghee seh ge ee ae $ 30 f Ss.0) $ 45 
Dees credit. or COLpOrallom (ax 4. o¥ewe esse «nies 0 25.00 50 
ARCO WING MUEIONG) & - Buh ars tse gent ie oot ene eee $ 30 % 12.50 ($ 5) 
Didpenolder set LetentiOn oy. cS jets sk ei hve $ 70 $ 87.50 $105 


6 _It would thus be necessary that shareholders be advised of the amount of creditable tax 
flowing with a dividend in order that they could properly compute their income and tax. 
Presumably this reporting would be done by the paying corporation through the use of an 
expanded form of information slip such as is now provided to report annual payments of 
dividends. Since it is expected that creditable tax will flow through a series of corporations 
and presumably through most trusts, it is expected that such reporting would be made with 
each dividend payment to each shareholder. Since current knowledge of creditable tax 
would also be necessary for shareholders and potential investors, details would need to be 
provided in information circulars, prospectuses and balance sheets. Annual reporting of 
creditable tax accounts would be made to the taxation authorities at the time of filing the 
corporation income tax return. 


Corporate Creditable Tax Accounts 


7 Under the integration proposal, corporations would find it necessary to keep track of 
taxes actually paid in order to provide shareholders with the required information. 
Depending on the degree of integration permitted all or part of their Canadian taxes paid 
would be treated as creditable. With full integration, a company paying $50,000 tax on 
taxable income of $100,000 would add the $50,000 to the pool of creditable Canadian tax. 
In the case of half integration only $25,000 would be treated as creditable, and the re- 
maining $25,000 would be regarded as non-creditable. The pool of creditable tax would be 
reduced by amounts flowing to shareholders on the payment of dividends. So long as 
sufficient creditable tax remained in the pool, dividends paid would be accompanied by the 
maximum amount of creditable tax. As described previously, a Canadian shareholder would 
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include in income the ‘‘grossed-up”’ dividend (i.e. the amount of the dividend plus the 
creditable tax associated with it) and would treat the creditable tax as a payment on 
account of his tax. 


8 The federal government in its white paper expressed concern that the integration 
proposal could give rise to abuses unless a staledating provision or time limit was placed on 
the use of creditable tax. Accumulations of creditable tax over a number of years, coupled 
with trading in rights to creditable tax, could set the stage for a considerable drain on 
government revenues. It was proposed therefore, that the corporate tax would only be 
integrated with the shareholder tax if it were passed on to the shareholder, along with cash 
or stock dividends paid, within 2% years from the end of the taxation year to which the 
corporate tax applied. Because of a number of difficulties which such a time limit require- 
ment would cause for corporations working under debt-covenant restrictions, for corpora- 
tions who would be continually faced with a requirement to declare stock dividends, and for 
shareholders who would be required to make net cash payments on such stock dividends, 
the Commons Committee recommended that the staledating rule be dropped. If the federal 
government’s concerns are still valid, it would be necessary that corporations maintain their 
records of creditable tax on a year-by-year basis. No indication has as yet been given which 
would suggest that the staledating rule will be dropped. 


9 The accounting which would be involved in dealing with creditable tax under a system 
of half integration is shown in summary form in the following table. 


Technical Study on Integration 
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Creditable Federal Tax and Creditable Provincial Tax 


10 The federal white paper proposed changes in the level and composition of the personal 
income tax. Among those items to be eliminated was the present abatement in respect of 
provincial personal income tax. A new federal rate schedule was proposed and it was 
suggested that the provinces could maintain approximately their present revenue yield by 
continuing to impose their present rates of personal income tax. 


77. Under the present system the federal basic tax is abated by 28 per cent (50 per cent in 
Quebec) in respect of provincial taxes to arrive at a net federal basic tax. To this are added 
various federal tax adjustments which aggregate an amount equal to approximately 28 per 
cent* of the basic tax. For those provinces now levying a personal income tax equal to 28 
per cent of the federal basic tax (Nova Scotia, Ontario and British Columbia) the provincial 
share of the total is thus approximately 22 per cent (i.e. 28/128). Should those provinces 
continue to levy a tax of 28 per cent of the federal tax they would continue to obtain 
approximately 22 per cent of the total personal income tax levied in the province. All 
provinces would of course continue to be free to levy a higher rate of personal income tax. 


12 The federal corporate income tax would continue to be abated by 10 per cent for 
provincial corporate income tax resulting in a net 40 per cent federal tax. To this would be 
added provincial corporate income taxes which at the moment range from 10 to 13 per 
cent. 


73 It was proposed that for purposes of integration provincial tax rates in excess of the 
federal abatement would be ignored. Thus a 40 per cent federal rate plus an assumed 10 per 
cent provincial rate would be used for gross-up and credit purposes. The alternative of 
employing actual provincial corporate rates was rejected as creating enormous complexities 
in corporate reporting and shareholder gross-up and credit calculations. 


14 Under the federal government’s proposals, the amount of creditable corporate tax 
would thus be in a ratio of 40:10 or 80 per cent federal and 20 per cent provincial tax. The 
shareholder would gross-up his dividends utilizing the 50 per cent national rate of creditable 
corporate tax and would take credit against his personal tax payable in the ratio of 80 per 
cent federal and 20 per cent provincial. This may be illustrated as follows: 


he principal adjustments are: the Old Age Security Tax (4 per cent), the Social Development Tax (2 per cent), and the 
temporary 3 per cent surtax. 
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Advice Slip from Corporation 
to Shareholder 


Actual dividend paid’ v. 2. ee eee ee ee $100 
Creditable tax 
TSA ee) SRR a tne re aR RL anc hd $40 
PIOVUNCIAN Se, «tee ete a cra ere hee Pitt 50 
Income tobe reported . cy en.. os Sa ee $150 
Tax Calculation by Shareholder 
ASLO SS TICORIC Ire re csc icp onto) Re aie ea, ae $150 
Tax payable — federal (assuming 30% marginal rate) 
f(b eee ne As. < 7 ne OER WY oC We Seer eggs $45 
Ecss creditsion COLpolate lax semis eo ae ees 40 
Netiederal tiscateses. vs , at teeter cries cee eater $ 5.00 
Tax payable — provincial 
ANNALS 00 OL NE Ons. tel eyed FO Ch pegs See bees $12.60 
ess credit fOr COLPOLILe Lake at ten cia cate eee 10.00 
INGE OTOVINCIAN LAK Et a cry ne: Des is oR eRe ats __ 2.60 
Total takes at 2 tay beter. | Ae se AR aie $__7.60_ 


Corporate Tax Payments to Provinces having Collection Agreements 


15 Corporations making provincial tax payments only to provinces which have entered 
into collection agreements with the federal government should be able to maintain one 
creditable tax account for both federal and provincial tax. Since under the present form of 
collection agreements the tax base must be identical, it should be possible for such corpora- 
tions to treat any creditable tax payments as being 80 per cent federal tax and 20 per cent 
provincial tax. 


16 Under the present collection agreements, the provinces receive their share of the cor- 
porate tax revenues by reference to taxes assessed rather than to taxes actually collected. 
Thus, the province escapes from bad debt losses and may, in fact, receive more tax than is 
ultimately collected from the corporation. (On the other hand, the federal government 
retains all interest, penalties and fines collected.) Only taxes actually paid will give rise to 
creditable tax and only if paid within 2% years of the year to which they apply. Therefore, 
in situations where the ultimate corporate tax paid is less than that assessed, the use of the 
80:20 formula could result in the federal government giving credit for a tax which it has not 
received but which has been remitted to a province. 
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77. It should not be necessary for the corporation to identify on the information slips the 
province to which their corporate tax was paid since it is intended that the provinces give a 
credit against the personal income tax of their taxpayers for provincial corporate tax paid to 
any province. Similarly a corporation carrying on business in a number of collec- 
tion-agreement provinces would not find it necessary to segregate for reporting purposes the 
tax paid to each of the provinces and to the federal government. The total amount of 
creditable tax can be allocated in the 80:20 ratio with the federal government giving credit 
against its personal income tax for the creditable federal tax and the province of residence 
of the shareholder giving credit for the creditable provincial tax. 


Corporate Tax Payments to Provinces not having Collection Agreements 


18 At the moment both Ontario and Quebec collect their own corporate income tax. 
Their tax bases are substantially identical to that of the federal government. However their 
corporate tax instalment requirements are quite different. The federal tax is currently 
payable in twelve monthly instalments due at the end of each month throughout the course 
of the taxation year. Ontario’s corporate tax instalments are payable in six bi-monthly 
payments commencing with the fifteenth day of the third month of the taxation year. 
Quebec corporate income tax, on the other hand, is payable in four instalments on the 
fifteenth day of the third, sixth, ninth and twelfth months of the taxation year. It is thus 
possible that a company paying corporate tax to Ontario or Quebec or to both could have 
creditable federal tax but no creditable provincial tax (or less than the typical 80:20 
proportion) on hand at the time of the payment of a dividend. This is illustrated in the table 
below for a corporation whose tax is as follows: 


Total Creditable 

ila Amount 

Beclerall rat: Viehh rst Padib Lveiag ee tere ie $24,000 $12,000 
OntaltO: 2. in ccs ase eee 3,000 1,500 
ICE EG vowels nies, eis cas ary ee ee ee 3,000 1,500 

$30,000 $15,000. 
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Table 2 
Creditable Tax for a Company Paying Tax in Ontario and Quebec 


Amount of 
Creditable 
Cumulative Provincial Tax 
Month Payment Creditable Creditable Creditable Necessary 
in Taxation of Federal Provincial Provincial to Maintain 
Year ax Tax Tax Tax 80:20 Ratio 
| $ 2,000 $ 1,000 > 250 
2 2,000 1,000 500 
3 3,250(1) 1,000 $ 625 be 625 750 
4 2,000 1,000 625 1,000 
5 2,500 1,000 250 875 P2560 
6 2750 1,000 o7D 1,250 1,500 
| 2,500 1,000 250 1,500 750 
8 2,000 1,000 1,500 2,000 
9 3.250 1,000 625 Oke ee 2,250 
10 2,000 1,000 2,125 2,500 
ig 2,500 1,000 250 2375 2,750 
12 2130 1,000 375 PRT ies 0) 3,000 
1S 500 250 3,000 3,000 
15 Balance of federal tax for year 
18 Balance of Ontario and Quebec tax for year 
$30,000 $12,000 $3,000 


(1) 1/12 x $24,000, 1/6 x $3,000, 1/4 x $3,000 


19 Even if the provincial and federal instalment requirements were identical, experience 
would suggest that some corporations will not pay their taxes by the due date and would 
not necessarily make their federal and provincial payments on the same day. 


20 Should a corporation be liable for corporate tax payments to a province having a 
collection agreement and as well as to either or both of Ontario and Quebec, it would be 
necessary to segregate the portion of the provincial tax included in the monthly payment to 
the federal government in order to identify the federal and provincial portions of the 
payments and the creditable tax content. In such cases it would not be possible to use the 


80:20 allocation formula. 


Non-creditable Provincial Tax Payments 


21 The previous examples have been drawn on the basis that a 10 per cent provincial 
corporate tax would be fully (or half) creditable. As noted previously, the actual provincial 
corporate tax rates would not be used because of the complexity which would result. 
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Accordingly, income tax paid to some provinces would be fully creditable (or half credit- 
able) whereas tax paid to other provinces would not be fully creditable. Under a system of 
half integration, the provincial income tax would be treated as follows: 


Creditable Non-creditable 
asx ira 
10% rate — British Columbia 
New Brunswick, Nova Scotia and 
Dares leaker! IWWeMNC). . oo ana caccacaosusdobe 5% 5% 
11% rate — Alberta and Saskatchewan ........... 5% 6% 
122orate — Ontario and Quebeo wens = ara ee ae 5% 7% 
13% rate — Manitoba and Newfoundland ......... 5% 8% 


22 The previously discussed federal-provincial allocation of creditable tax on an 80:20 
basis for collection-agreement provinces would continue to work but it would be necessary 
to first identify and exclude the additional non-creditable portion of the total payment 
before applying the 80:20 formula. 


23 An instalment of tax paid by a corporation earning all of its income in Alberta or 
Saskatchewan would be allocated as follows under a half integration system: 


lnistalmment 0% 6 rca hee ee ee ee $1,000 
Non-creditable portion 
26/5 Ve ST OOOO. Gees, © Sea os a ey ae cep reer re eee Set 
Creditable portioniaat..5 > scene sie ese ee ee $ 490 
Creditableitederal tax-8072- 0175490." : = sere centoals 2 eee ace eee $ 392 
Creditablé*provineial, tax 207 of $490 2 ee 98 
$ 490 


24 Alternatively the calculation could be made by reference to the total instalment in the 
following way: 


Creditable federal tax 


POSURE NIOOOe Breer ints, 6 ce wee mend cea) kee, 392 
Creditable provincial tax wes 
Sym Os DU iA aoe ence eee ee eS ey aren ake es 2 $490 


25 An instalment of tax by a corporation earning all of its income in Manitoba or 
Newfoundland would be allocated as follows: 
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Peete CLR ee he ey hates WE ces bls i eee Pees a $1,000 
OM CreOMAD LO (20) 93 kita axduic pee hoe eee By Se ee ee 528 
Sreduavtencacraltax (20/53 )c-o..s <i coeneeleare ales eee ee 378 
Srediable provineialttax (9/53)... . ce « os au vende ee eee 94 

$1,000 


26 If the income of the corporation were allocable 60 per cent to Manitoba and 40 per 
cent to Saskatchewan the calculation would be as follows: 


SS TING Ti eee ere IN Eee coors passa el ice tas apn ng OR ae ee a $1,000 
INomereditapled gta 0220 1 i) fee are hha 4 ean eee ee 521 
Credits Derederanta x20) So ay a tees aaa hee eee ee ae ee 383 
Croan ape pnovineialtax: (Oi 2 2) ie pane Grea axe #5 os eee ee 96 
$1,000 

(1) 60% x 53% = 31.8% 

40% x 51% = 20.4% 

S212 


27 Corporations making instalments directly to Ontario and Quebec would need to 
exclude the capital tax elements of their payment in determining the amount of creditable 
tax. Since both provinces levy a 12 per cent corporate rate the income tax portion of the 
instalment could then be treated as being 5 per cent creditable and 7 per cent non- 
creditable. A corporation earning all of its income in Ontario and/or Quebec could consider 
its federal tax instalment as fully or half creditable depending on the degree of integration. 


28 A corporation earning part of its income in Ontario or Quebec and part in another 
province would follow this same procedure in determining the portion of its Ontario or 
Quebec instalment which was creditable (i.e. 5/12ths of the income tax element of the 
payment). However, in determining the creditable portion of the payment to the federal tax 
authorities, it would be necessary to vary the calculation from that previously described. 
For example, a corporation earning 60 per cent of its income in Ontario and 40 per cent in 
Manitoba would compute the creditable portion of the federal — Manitoba instalment as 
follows: 


EUS PETS 0 Wiig a 2 ia doe Ae aA A AE PR $1,000 
Noen-creditable (362/45.2)( ier oe aunt See porch abet ese tat Suis 
Greuitable federalwax (20/459 ive atau chee cee et ee is Ao 443 
Creditableprovinetal tas O/452) (2)) yoru ease aes. ea 44 

$1,000 
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(1) federal 40.0% 
Manitoba 40% x 13% = 5.2% 
45.2% 


(2) 40% x 5% =2% 


Non-deductible Expenditures 


29 It was proposed in the federal white paper that taxes paid by a corporation as a result 
of the disallowance of particular expenditures e.g. entertainment and convention expenses, 
would not be creditable to the shareholders. It would thus be necessary to identify such tax 
in order to exclude it from both the creditable federal tax and creditable provincial tax. It is 
not known whether this non-creditable tax arising from non-deductible expenditures will be 
considered part of the first instalments, part of the last or final instalments or pro-rated over 
all payments made. 


30 While the tax bases of Ontario and Quebec are substantially the same as the federal, 
they are not identical. For example, Ontario does not allow a deduction for management 
fees paid to non-residents which require a withholding of tax under Section 106 (1) (a) of 
the Income Tax Act, whereas such payments would generally be deductible in determining 
federal income tax. Even where the bases are identical, differences in the determination of 
taxable income do arise and federal and provincial assessors will on occasion disagree as to 
the appropriate tax treatment of a particular item of income or expense. 


37 Where provincial tax is paid as a result of a disallowed expenditure, it would seem that 
the provincial tax should be treated as non-creditable at least insofar as shareholders resident 
in that province are concerned. Shareholders resident in a province which would consider 
the expenditure to be deductible might argue that they should receive credit for such 
provincial tax in their province of residence. Any differences of this sort can be expected to 
create reporting problems for a corporation which might be carrying on business in two 
provinces, one allowing the deduction and the other not. 


Overpayments and Refunds 


32 As noted above, tax generally would become creditable at such time as it was paid and 
to the extent available would flow to shareholders with the payment of dividends. If a 
refund of tax were claimed as a result of overpayments of tax in the year, the carry-back of 
a subsequent year’s loss or a reduction in tax liability arising on reassessment,the non- 
creditable portion of the over-paid tax would be recoverable. However, creditable tax would 
only be recoverable to the extent it had not been carried to shareholders with dividends. If 
this resulted in the inability to obtain a full recovery of tax, the remaining amount could be 
offset against future payments. The accounting for this is illustrated in Table 3. 
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Assessments and Appeals 


33 The general proposal was that corporate tax would become creditable when paid and 
would cease to be creditable 2% years after the end of the taxation year to which it applied. 
(Tax not paid until after the 2% year period would thus never become creditable.) Since it is 
common for assessments and reassessments to be issued beyond this thirty month period, 
special rules were proposed under which tax demanded by an assessment or reassessment 
would remain creditable for eighteen months from the end of the taxation year in which the 
assessment was issued. Where an objection and/or appeal were filed in respect to an assess- 
ment the tax demanded would be frozen until such time as the matter was settled at which 
time it would become refundable or creditable (or partly each). Specific procedures would 
need to be prescribed to deal with situations where tax is not paid on the due date but 
security for payment is lodged with the taxation authorities pending the outcome of an 
appeal. Thus the recording of creditable tax payments would become somewhat more 
complex where assessments or appeals were involved. The accounting is illustrated in Table 4. 
In order to simplify the illustration federal and provincial creditable taxes have been aggre- 
gated, although in practice they would have to be accounted for separately. 
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34 A number of questions can be raised concerning the accounting for creditable tax 
where overpayments and assessments are encountered. For example: 


a. 
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Tax becomes creditable when paid. In the case of an assessment, tax must be paid 
within thirty days even if an objection is to be filed. A notice of objection may be filed 
up to ninety days from the date of assessment. A dividend carries out any creditable 
tax on hand (up to the maximum of 50 per cent or 100 per cent of the dividend) at the 
time it is paid. What happens if an assessment is received, the resulting tax is paid on 
the thirtieth day, a regularly quarterly dividend is paid on the fortieth day and an 
objection is filed on the ninetieth day? If the dividend has carried out the creditable 
tax, is the objection invalid? Presumably the objection should be valid and if successful 
should result in a recovery of the non-creditable tax with a potential offset against a 
future liability for creditable tax. If the objection should not be successful and the 
assessment should stand, the tax will have been properly paid. The tax will have 
become creditable somewhat earlier than would have been the case if the objection had 
been filed prior to the payment of the dividend (since it would have been held in 
suspense until such time as the objection had been resolved). 


The payment of instalments in Year 1 for that year gives rise to creditable tax and the 
staledating period starts from the end of Year |. If a return showing an overpayment is 
filed, the amount of tax claimed to be refundable ceases to be creditable. Presumably, 
if the taxpayer directs that the overpayment be applied to the current year’s tax (i.e. 
Year 2), the creditable tax would be moved from Year 1 creditable tax to Year 2 
creditable tax. If an assessment were issued in Year 2 increasing the tax of Year 1, the 
taxpayer might direct that the overpayment of tax from Year | be applied against that 
assessment. Presumably, that creditable tax now moves from Year 2 creditable tax with 
a thirty month staledating provision to Year 2 creditable tax with an eighteen month 
staledating provision, being tax demanded in Year 2 by an assessment. Or does it return 
to Year | creditable tax with a thirty month staledating provision as tax paid in that 
year? If an objection is subsequently filed the creditable tax presumably moves from 
Year 2 credtitable tax to Year 2 creditable tax suspense. If the objection is disallowed 
in Year 4, the creditable tax presumably then moves into Year 4 creditable tax paid 
regarding Year | with an eighteen month staledating period. If the objection is allowed 
and the potential refund is left to apply against other current corporate tax liabilities, 
it presumably now forms part of Year 4 creditable tax. 


It is frequently the case that a federal assessment of tax will not immediately be 
matched by a corresponding assessment of Ontario and Quebec provincial corporation 
income tax. This again raises the possibility of dividend payments being made where 
the creditable federal and creditable provincial tax will not fall into the usual 80:20 
ratio. If more initial assessing is done by those provinces there is a risk that the ratio 
may, in fact, be reversed. This also suggests that the time for staledating of tax paid as 
a result of an assessment by one jurisdiction may not coincide with that of another. 
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/nter-corporate Holdings 


35 Creditable tax, as well as arising on payments of tax directly by corporations, would 
also arise where dividends were received by the corporation from another Canadian 
corporation. If the paying company were entitled to full integration and the receiving 


company to half integration, the normal gross-up and credit procedures would be employed, 
Ise. 


BO MMAR CE IN CC BWM Pia Saree. x) aj 9, 42 6 ¢ aes Gly are ann BE $100 
iSioss pi On corporate creditable’ tax (o.50.6.2...-..00.08- one S 100 
Pei SPI MMC MME AN hs owe nates ok Siac ote eh ees $200 
Corporate tax 
Ete ee UY CERO OG wis 45, bik is as RxlH 4 0 ws aw Hew, ls $ 50 
WORE TAINS 22 SUG e/a ane eae #00! 
$100 
Less credit for tax paid 
by corporation paying 
OGM ee eer 6a eG une lee o vip Seo ea Yee NS 100 
INGE. ISDS (SERVE Daehn Alain anes ne ae ee 520 


The $50 of creditable tax would be added to other creditable tax of the year. 


36 If the paying and receiving corporations were entitled to half integration the receiving 


corporation would pay a special tax of 33-1/3 per cent, all of which would be creditable. 
This would be accounted for as follows: 


aoe CU an ie ed Me ROLES bos ar ee A Bye $100 
Gross up for corporate creditable tax........... eee eee reece lee 
ERECTED Rie ae ie ear a ea $150. 
Corporate tax aes 
CEA SIL =, SYS W/o eee a 
POTECTO UL DIG Mer ce aie ic ako Flaten oe held sla ne we pat! | 
$ 50 
Less credit for tax paid 
by corporation paying Ae 
Friese Ine Men he Ae OR, eee sae our aol Maine pecs 4p SON Ae nas __ 39 
Pie manana ADI me te, Pigott os vals eR ere ene oneal) aS SS $0 


Again this $50 of creditable tax would add to the fund of creditable tax for the year in question. 
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37 This proposed procedure of utilizing a special 33-1/3 per cent fully creditable tax is 
derived from the basic integration proposal in that it amounts to notionally grossing up the 
dividend for both creditable and non-creditable tax and then imposing only creditable tax. 
This can be illustrated as follows: 


Dividend’ tetéived! 23.4.2). e+e ee ee $100 
Gross-up for corporate tax 

CLECITAD Cree, oe oe wee es Se $50 

MONE=CKE GLC aA DLesees renee caer oe eee ee 50 100 
(GLOSS INCOME. eh cdeds ran th ee $200 


Corporate tax 


creditable 507 x500 =e. ee eee ee $ 50 
fon-Credita bles, 42 sions nh een oe ee a ee n/a 

$ 50 

BessGré dit 1.4 82 canals) o oust os See yee 50 

Net tax payables. Sse ita. os eee 0 


38 The 33-1/3 per cent tax being fully creditable would be recorded in full in the credit- 
able tax accounts at the time of receipt of an inter-corporate dividend. This would be the 
case even though the creditable tax flowing with the dividend resulted in no net payment by 
the receiving corporation. The 2% year staledating rule would apply to the 33-1/3 per cent 
tax and would run from the end of the year in which the dividend was received. Rules 
would presumably be required to prevent the unwarranted freshening of creditable tax by 
passing dividends through a series of corporations. 


39 The 33-1/3 per cent tax being derived from the basic 50 per cent corporate rate (40 per 
cent federal and 10 per cent provincial) can be segregated for payment and creditable tax 
accounting purposes as 26.67 per cent federal and 6.66 per cent provincial tax. Thus on an 
inter-corporate dividend the creditable tax would be accounted for in the following manner. 
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Advice Slip from Paying Corporation 
Dividend paid 


~ SLADE $100 
Creditable tax — 
OCIA aS hed 2 $40 
PEOVINCIAN Ge sere es ccc es See ee es 10 50 
CTCL TOS CP eee oe $150 
Receiving Corporation 
CASS TOTES Sey en ae $150 
Tax payable federal — 
CORON AE) LOREM Bek nail Soo sca dlow eds $40 (1) 
[LOSOPEITG TT: egg SE ee ee a 40 ect 
Tax payable provincial — 
DeSOrcKe HOME ei teietertut. Ss. wcaudien $10 (2) 
| ESCO La la NE ee eee ee 10 0 
PS ARS AV ADIC ORME fat Ai aleis Gta od 6 Paoure sb ok ek ss $ 0 


(1) carried to creditable federal tax account 
(2) carried to creditable provincial tax account 


Insufficient Creditable Tax 


40 As noted above, the basic theory is to gross up the inter-corporate dividend for both 
creditable and non-creditable tax and then impose only creditable tax in the receiving cor- 
poration. Where the dividend carries full creditable tax the application of the 33-1/3 per 
cent rate of creditable tax to the dividend grossed up by only creditable tax produces the 
same result. The application of the 33-1/3 per cent tax to situations where there is less than 
full creditable tax produces a somewhat different result than that which would be obtained 
if the basic theory were carried through. 


27 


Technical Study on Integration 


Corporation | 
[BIUIGTHAVESS TIMMONS odunnanocenaoccassoccsoser 


Corporate tax 
CLeditADIE A eee R oe eee ee ee ne 
NON=CLEGItA DCRR ee eee ee oe ae 


Atier (aX: CAniningSe ec once 2 ee ee 


Corporation 2 
Dividend received from Corporation | 


Gross-up for corporate tax 
Sreditablen: ssh nat ee es ee 
HOn-Creditabless es). eee ee ee 


GrOSSHINCOINCL.& 0 aaa ee ee 


Corporate tax 
creditable = 25%) «ere oe oe a ee ee ee 
=2'331 13%. ys ain Gee ee ee 
non-creditable, 2.1... eee eee 


Less redity.. ate «ot 0s eee eee ee eee 
INNER Iax Pay aDlen 7. ne ale. oiere cee 


ATCC LAX TECEIP Geaere alt tae coe tee ee ee eg ee 


Creditable tax . 


Base Theory 
of 25% 
Creditable 
25% Non- 
creditable Tax 


Proposed 
33-1/3% 
Creditable 


ieee 


$200 


Following the original theory of a 50 per cent corporate tax of which 50 per cent would be 
creditable the business income will have borne the full amount of creditable tax, i.e. 25 per 
cent of $200 or $50 under the procedure illustrated in column 1. With the application of 
the 33-1/3 per cent tax the creditable tax has been increased to $60 and the income in the 
second corporation is fully covered by creditable tax. This is more creditable tax than would 
have been paid if the business income had borne the full amount of creditable tax (i.e. $50) 
in Corporation 1. 


The individual Canadian shareholder of Corporation 2 will be left with the same net 
after-tax return as if he had received the dividend directly from Corporation 1, however, 
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there may be a significant difference in the timing of payment of tax by passing the income 
through Corporation 2. The position of the exempt or non-resident shareholder would be 
considerably worsened. These factors can be expected to give rise to corporate manoeuvres 
to obtain the maximum benefit. 


42 The Commons Committee proposed that special rules be developed under which tax 
would not necessarily be paid in a corporation receiving a dividend not fully covered by 
creditable tax. In certain circumstances the income should flow free of tax within the 
corporate sector. It is not known whether or to what extent such a procedure will be 
adopted. The procedures under a system encompassing such a flow-through are summarized 
later in this study. 


Expenses of Earning Dividend Income 


43 The following example illustrates the procedure to be followed where the receiving 
corporation has incurred expenses to earn the dividend income. 


Corporation 1 
| ASUS PUTER A EROS 01 Ta ata eee ee $200 


Corporate tax 


CNN AS ORE et i a eer rae er ere MaRS a) 5 oe $ 50 

MOUeC Cees Diew. Mae war oe cnatetee hoe eh AS Matar AA Sant ieee 50 

100 

Pa CG iaba eer Et OS merey fens ea ceak ors owe Sys crue s teas) a/o oun ele ah 100 

Corporation 2 

Pividendseceived trom Corporation”: $25.52... so sees ee $100 
Gross-up for corporate tax 

elie Cth Cam SET Pa oy An ann Sigh wc cuts Seavey alee ele 50 

HOMCneulta | Carer Weg ars pies sire hare sas, om Bes Se wee a n/a 

$150 

Less expenses of earning income ..........-----++ssss-5: 60 

KG OCCUR CTA CMR ee, an cis eae ow ie ai ad ae $ 90 

Corporate tax 

Gis CUE Ara SEW BEd oe ee ne en are eee cc $ 30 

TaeOSCU ITA G Metre ye eo is che, coh ae Pe Roe sk sami Biccle le epee n/a 

$ 30 

DASE OT CUE CA amet Sel Be rit heya we cat BA Got Sig here sso 50 

Orato! LAX oe eae bis Sees Saas SANs we tate ee Pe $ (20) 

PRET hak PECEIOEs ec. cicsckega c's Syne nse a8 eli avin oie nse A prema $ 60° 

RSPR IC OX ee on ae Be SO ie 6 oo ae he ah ee ee eet 
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44 Where there are expenses, such as interest, involved in earning dividend income it can 
be expected that steps will be taken to attempt to identify those costs with business income 
in one of the corporations. It can be seen from the above that expenses incurred in a holding 
company are applied against income on which tax otherwise payable is fully creditable 
whereas if incurred in the operating company would reduce income subject to both credit- 
able and non-creditable tax. The impact of this can perhaps best be illustrated by utilizing 
an extreme example where interest and carrying costs are a substantial percentage of net 


business income. 


30 


Corporation | 
Net business income........ 


Cormporate'taxs, 2 en 


ATlerta x Cariunes: ae re ae 


Corporation 2 


Dividend from Corporation 1 


Add creditable tax ....... 


Less intérest.expensé: 4, . 5: 
GTOSS, INCOME. vzy-bu aha ae ex 


Corporate tax — 33-1/3% ... 
ess Credits ewe st rae 


Fee fiiire Gain 582 eres ai es 


Individual Shareholder 
Dividend from corporation . . 
Add creditable tax ....... 


esa interest Cxpense™ “a a. 
CSEOSSFINC GING a cote isan st 


Personal tax — say,40% .... 
Dess.eredit en, ee ee 


Net personal tax (refund) ... 


Aftertax receipt <4. 4.ceauels + 


Example 
oad Ee 


es eee a $1,000 


sista tehatiotan aeons 700 
$ 300 
ye nt ee eee 150 


oma k he ¢ ene $ 150 


Example 
ies 


$1,000 
0 
$1,000 
500 


Example 
ee. 


$1,000 
0 
$1,000 
500 


$ 500 
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45 It can thus be seen that the maximum advantage is obtained when all costs are incurred 
in the original corporation rather than being incurred by a corporate or individual share- 
holder. Where it is not possible to cause the original corporation to incur these costs the 
impetus for a corporate shareholder will be to attempt to attribute as much as possible of 
the costs against business rather than dividend income. The effect is illustrated in Table 5. 
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Table 5 


Application of Interest Expense 
against Dividend or Business Income 


Dividends 
From Other Business 
Corporation Income 
Alternative 1 
InCOMG.e o> oe le ee eer $1,000 $1,000 
Interest. expense: snails as ee ee 1,000 0 
INE corporate prolitc... ores a a eer ee ee at $1,000 
dd ereditaplettaX wie ee i eee eee 500 0 
$ 500 $1,000 
Corporate tax 
ereditavle=—33-1/3%1- cra eee eel Gy, 
creditable =325%o.. 2255s see ie Sal) 
fon-creditavlé —929 7-2 250 
$167 $500 
Less creditable tax 
WALL CIVidetid wis syle ah ales Meee eee eee 
Net -tax pay ables 2 mete ac eis eee 
ATUCL Lax CArMINOS poe ccn ugha ice ae ee 
Creditablevtax 2 val-@ 25 to 2 tee eee ae 
Alternative 2 
Te GiT eee eet eek eke Seon ss ee ee $1,000 $1,000 
Interest expense ait 4424 e ee ae eee 0) 1,000 
Net COmpOlate protite yen ae ee $1,000 $6 (OO 
Add €reditable: fax ines s ge eee eee 500 
$1,500 $ 0 
Corporate tax 
cteditable=933-1/3%. <5..0.) 5h se Sete $ 500 
Credi table 2-70 ar sea os tarde le ee $ 0 
(OM-CTedi (abie-—-920" a ee eee 0 
$ 500 $ 0 


Less creditable tax 
WIth, Civtdendi Seats es eee” oe ee 


Netfaxapavabl err *. sateen aoa ie doers tee ae 


Aller ta earines: obs caters a ale cee 


Creditable tax 


Total 


$2,000 
1,000 
$1,000 
500 
$1,500 
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46 The additional after-tax earnings, covered by the maximum creditable tax, which 
results from attributing interest and other carrying costs against business income rather than 
dividend income can be expected to prompt corporate taxpayers to attempt to identify 
borrowings with business rather than investment activity. Thus the present administrative 
and accounting problems of identifying the use of borrowed money can be expected to 
continue. 


47 At the individual shareholder level a similar situation will prevail. A current deduction 
of interest and carrying costs will provide the same tax relief whether applied against 
business or investment income. However, the value of such a deduction will be less if applied 
against a capital gain, assuming that capital gains will be included in income only to the 
extent of 50 per cent. Also the white paper prohibition against current investment loss 
deductions will cause individual Canadian taxpayers to attempt as much as possible to 
attribute their borrowings to business income. 


Corporate Capital Gains and Losses 


48 Tax paid on capital gains realized at the corporate level would also give rise to credit- 
able tax. Under the half integration proposals, one corporation realizing a gain on the shares 
of another would pay a fully creditable tax of 33-1/3 per cent of the gain. (One might 
question why the fully creditable tax should be 33-1/3 per cent as opposed to the normal 
effective corporate rate of creditable tax of 25 per cent.) Thus the net after tax gain would 
carry the maximum amount of creditable tax on distribution to the shareholders. It would 
not be necessary to separately record such income and tax since it would be treated as any 
other form of corporate source income and creditable tax on distribution to shareholders. It 
would, of course, be necessary to identify the federal and provincial portions of such tax 
both for purposes of payment and for identification of creditable tax. 


49 The accounting for capital losses and the computation of any resulting tax relief at the 
corporate level, as proposed in the white paper, could give rise to complications. Under the 
proposed system of half integration a capital loss by one corporation on shares of another 
could only reduce creditable tax but not non-creditable tax. (Tax on such capital gains 
would be fully creditable, and no non-creditable tax would be paid.) The calculation, which 
results in a potential tax relief equal to 33-1/3 per cent of the capital loss, provided the 
corporation has sufficient creditable tax, is illustrated below. It should be noted that it is 
necessary to gross-up the capital loss by 4/3 in order that the application of the 25 per cent 
creditable corporate rate provides relief at the 33-1/3 per cent rate. 
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Corporate business Income Waa... ccs seer $10,000 
Loss on shares of another corporation......... $ 1,000 


Tax potentially recoverable 
Onl Gapital loss — 33°1/37o Ge eee eres Veh ae S's) 


Tax payable — 
Non-creditable 


On businessincome. stem... ste ee $10,000 
25% x $10,000 $ 2,500 
Creditable 
Off business IncOmiezie ete ee ee $10,000 
Less 4/3 of Capitalloss: 2.5 wee oe oe oe —1,333 
$ 8,667 
25% x $8,667 2,007 


Total tax to be paid of which 
$2167 1s creditable, +.4..b ee eee $ 4,667 


50 If the capital loss were greater than business income, non-creditable tax would be 
payable but not creditable tax. In addition, some portion of creditable tax previously paid 
should be recoverable (depending on the capital loss carry over rules) or alternatively a 
portion of future creditable tax otherwise payable could be offset. This is illustrated as 
follows: 


Cofporate, DUSITICSS 111COMe... a, are eee $10,000 
Loss on shares of other corporations ......... $12,000 
Tax payable — 

Non-creditable 


Ore business incomes, wines ee eee $10,000 
25% x $10,000 $ 2,500 
Creditable 
On Ousiness MicOMess. oan. see $10,000 
Bess O OLA Tal NOSS ee oe eae 16,000 
$ (6,000) 
25% x $6,000 $ (1,500) 
Total tax to be paid — non-creditable......... $ 2,500 


Creditable tax recoverable 
from prior OF Iuture years 0. <a yuan oo bs $ 1,500 
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Accounting for 33-1/3 per cent and 25 per cent Creditable Tax 


57 The mechanics of determining the amount of creditable tax arising from instalment 
and other payments of tax become more complex in those cases where the corporation pays 
33-1/3 per cent creditable tax as well as 25 per cent creditable tax ( and non-creditable tax). 


It was earlier suggested that a monthly instalment of tax could in some instances be divided 
in the following manner. 


Non- Creditable Creditable 
Creditable Federal Tax Provincial Tax 
Instalment Tax Year 1 Year 1 
$5,200 $2,700 $2,000 $500 


52 If the corporation receives a dividend from another corporation and is advised that the 
dividend of $7,000 carries creditable tax of $2,000 ($1,600 federal and $400 provincial), 
the corporation would be liable for a further tax on the dividend of $1,000. The total of 
$3,000 would be creditable ($2,400 federally and $600 provincially). If the tax instalment 
were increased to $6,200 to cover the net additional tax on the dividend the accounting 
would seem to be as follows: 


Non- Creditable Creditable 
Creditable Federal Tax Provincial Tax 
Instalment Tax Year | Year | 
Gross $8,200 $2,700 $4,400 $1,100 


Less credit _ 2,000 
Net payment $6,200 


53 The additions to creditable federal tax of $4,400 and to creditable provincial tax of 
$1,100 would presumably be made in two steps as follows: 


Creditable Creditable 
Federal Provincial 
eS Ses abt) 
At the time of receipt of the dividend .................-- $1,600 $ 400 
At the time of payment of the tax...........25+--+2505> _ 2,800 700° 
$4,400 $1,100 


54 The creditable tax flowing with an inter-corporate dividend might not always be in the 
assumed 80:20 federal-provincial ratio. The application of the 33-1/3 per cent tax in the 
receiving corporation with the resulting additional payments of federal or provincial tax 
would restore this position. This is illustrated as follows: 
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Creditable Creditable 
Federal Provincial 
Dividend ax Tax 
Dividend covered by 
maximum creditable tax 
Dividend Tecclved i... voce cehata lt remus $1,000 
Gross up for creditable tax 
federal $400 
provincial [3S gees ee NOR) eer te a ee cs 500 
$1,500 
Pax ats SLi S7C0 ae hebiotels Ser ee eee $ 500 $400 $100 
Iessicredit cw ecoctin en eae ces See eee 500 
Is ab Soper rman Senet DAT Raven, tia eve gi Cal $ 0 
Dividend covered by less 
than maximum creditable tax 
Dividend received) nce. os oh eee $1,000 
Gross up for creditable tax 
federal $208 
provincial SPARE DRE otk, AA” AS rank hn 260 
$1,260. 
TRAX CATES 3-0 )S Tome Satake. cern. ee eee Su470 $336 $ 84 
Wee SSiCreditase a - ae one oe ee ee 260 
Net tax ($128 federal, 
S52 PROVINCIAL) SC bossheueete 6a ee $ 160 
Dividend covered by less 
than maximum creditable tax 
and in other than 80:20 ratio 
Dividend received 4.4.40 oe ee ee ee $1,000 
Gross up for creditable tax 
federal $330 
provincial AG gate Sr pee ae eure ee heen eed 350 
$1,350 
A ica Mee Re WY y/h "ae ee CI ge OB. ys $ 450 $360 $ 90 
ESS CECT ac, 5 eee een A ge one 350 


Net tax ($30 federal, 
TPO) PLOVINCIAL pee Ane cee ne ao San he $ 100 
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55 Where additional provincial tax was payable on inter-corporate dividends it would be 
necessary to provide allocation rules to determine the province or provinces entitled to 
receive that tax. Should any province impose more than a 6.66 per cent tax on inter- 
corporate dividends, the additional tax would presumably be non-creditable. A province 
imposing a general corporate rate of 12 per cent, for example, might decide to apply this 
effective rate to inter-corporate dividends, thus imposing a tax rate of 8 per cent rather than 
6.66 per cent. 


56 The 33-1/3 per cent fully creditable tax would apply to a capital gain realized by one 
corporation on the sale of shares of another. As noted previously, this represents a 26.67 per 
cent federal rate and a 6.66 per cent provincial rate. Thus if one corporation realized a 
capital gain of $100 on the sale of shares of another it would pay a tax of $33.33. $26.67 of 
this tax would be paid to the federal government and treated as creditable federal tax while 
$6.66 would be paid to the one or more provincial governments affected and treated as 
creditable provincial tax. It will be necessary to prescribe rules to determine the source of 
corporate capital gains and the province or provinces entitled to receive the tax. Should any 
province decide to tax such corporate gains at a rate other than 6.66 per cent or to provide 
differing rules for the amount or portion of the gain to be taxed or for the timing of 
recognition of gain then special rules will need to be provided to deal with the deter- 
mination of creditable tax. 


57 As noted previously, it was proposed that a capital loss realized by one corporation on 
the sale of shares of another would give rise to a reduction or recovery of creditable tax but 
not of non-creditable tax. The procedure to be employed would be as follows: 


Non- Creditable Creditable 
creditable Federal Provincial 
Income Tax are tax 
Income from business ..... $10,000 
Tax payable 
federal — 40% ......... $2,000 $2,000 
provincial - 12% ...... 700 $500 
Capital loss on shares (1,000) 
Tax relief on 4/3 of loss 
= $1,333 Ben 
federal — 20% .......... Z 
provincial 5% ....... _(66) | 
$ 9,000 $2,700 $1,733 $434 _ 


58 If the corporation carries on business in more than one province it would allocate its 
business income among the respective provinces. As noted previously it will be necessary to 
provide rules concerning the source of capital gains. It will similarly be necessary to 
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attribute capital losses to particular provinces in order to determine which province or 
provinces should grant tax relief. 


Creditable Foreign Tax 


59 In the white paper it was proposed that a limited portion of foreign taxes paid by a 
Canadian company on foreign dividends and foreign branch profits would qualify as credit- 
able foreign tax for which credit would be allowed to shareholders of the Canadian 
company. In the case of Canadian shareholders, creditable foreign tax would form part of 
the creditable tax eligible for gross-up and credit in accordance with the general integration 
scheme. In the case of non-resident shareholders, creditable foreign tax flowing with 
dividends received from a Canadian company would apply to reduce or eliminate Canadian 
withholding tax on the dividends and in some cases the amount of creditable foreign tax 
could exceed the required amount of withholding tax. Creditable foreign tax would main- 
tain its identity when dividends passed from one Canadian company to another. 


60 The foreign taxes qualifying as creditable would include only foreign withholding taxes 
paid by a Canadian company on foreign dividend income and foreign taxes paid on income 
derived from a foreign branch. In each case, the creditable foreign tax would be limited to 
15/85ths of the net foreign income after deducting all foreign taxes imposed, including 
withholding taxes. Foreign taxes imposed in excess of 15 per cent would not qualify as 
foreign creditable tax. Foreign taxes paid on other forms of foreign income of Canadian 
corporations would also not qualify as foreign creditable tax, nor would foreign corporate 
income taxes paid by foreign subsidiary companies. 


67 Table 6 illustrates, in summary form, the accounting for creditable foreign tax by a 


Canadian company carrying on business in Canada and receiving dividends from wholly- 
owned subsidiaries in treaty and non-treaty countries. 
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Table 6 


Accounting for Creditable Foreign Tax 
on Dividend Income 


Subsidiary Subsidiary 
in Treaty in Non-treaty 
Country Country 
Berea Ae US DSICIALY, aes Zonk ses cis ce ks ose eee wt $2,000 $1,000 
Ree ee OO ULAUOM LON oF ee cha ch soos xk + bo sw Hate Asa ws 1,000 300 
NESTS RENTS. Ga a $1,000 $ 700 
Dividendmaidto Canadian parent 4. He seccuses ce swe cae es $1,000 $ 700 
CSS ALG COTES te ss 150 70 
PN RC CC OIVE Bio ie 88s, 5 Gd ain w 5 5 v4 3 ge 8s w oe $ 850 $ 630 
ies UE ME ONEIDA NCS agrees ois be disk kk os ce we sas es n/a 
NO eae me epee 8 A canis eevee Bells Ba. wes So A oe $ 300 
SUE USELGTYas 9 REF eae ara 70 
$ 370 
Grossed-up dividend for Canadian tax purposes............ $1,000 
Joti parsl ee 00 Bic = OMLGR ARES ter $ 500 
Pee MMC AMADOTMOTeIOUMAXCS! Bn fret hlaee se iene ere 370 
ING RL ey TEV a ES AP 2 Ss Se b 4130 
Net dividend added to surplus of Canadian company ....... $ 850 $ 500 
Canadian Company — 
Creditable Creditable Creditable 
Surplus Federal Provincial Foreign 
Account Tax Tax Tax 
Income from Canadian operations $10,000 
Canadian tax (5,000) $2,000 $500 
$ 5,000 
Gross dividend from 
treaty country subsidiary $ 1,000 
Foreign withholding tax (150) $150 
$ 850 
Gross dividend from non-treaty 
country subsidiary $ 700 
Foreign withholding tax (70) 70 
$ 630 
Canadian tax 130 15 50 
$ 500 A = 
Net available for dividends $ 6,350 $2,015 _$550_ _ $220 
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62 It has been assumed in the above calculation that the federal government will give 
credit for the total foreign taxes paid against its portion of the corporate tax and that the 
provinces will need to give credit only where the effective foreign tax rate exceeds 40 per 
cent. At the moment the federal government and all provinces other than Quebec and 
British Columbia provide such a tax credit for taxable foreign investment income. On this 
basis the net tax payable and creditable tax is computed in the following way: 


Grossed-up foreign income from 


non-treaty country-subsidiaty 22.9. eee $1,000 
Federal tax payable — 
Taxat 400 8 wig te oe ee ee $400 
Less creditifortoreion taxes. eee: 370 dynes 
Provincial tax payable — 
Tax-atlOG | « cess ocseks eh, ees ee ee $100 
Less credit for toreten (axesv. 15 sa eee 0 100 
Total taxpayable ee. feos coke ee eee $130 
Creditable tax — 
federalis07o X03) erie e Ooee ee ee Same 
provinictal 50%a:x-3 LOOT S. @ eae er 50 
T OCAL een ene. ess a eee $965 


Recording and Distributing Creditable Foreign Tax 


63 It would be necessary for Canadian corporations to maintain a record of their credit- 
able foreign tax separate from their creditable federal and creditable provincial tax. It is 
understood that dividends from Canadian companies would be grossed up firstly for credit- 
able foreign tax at the rate of 15/85ths of the net amount distributed until the available 
creditable foreign tax had been exhausted. This would apply to dividends paid to Canadian 
shareholders as well as to non-residents. Such distributions would be grossed up further by 
creditable Canadian tax (to the extent available) to provide a combined gross-up of 50 per 
cent of the net dividend. Here again, creditable Canadian tax would be used in connection 
with dividends paid to non-residents as well as to residents. When all creditable foreign tax 
had been exhausted, subsequent dividends would be grossed up by 50 per cent for creditable 
Canadian tax, until this had been exhausted. 


64 For a company having an abundance of all forms of creditable tax on hand, the 
procedure would be as follows: 
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Cas dividendve stvareholder ... 2. sas acs ee $ 85.00 
Gross-up for 
creditable foreign tax 15/85ths x $85.00. ...........6.0..c00u; 15.00 
Comeau lent etatae eee S28 ee ee es ees 19.00 (1) 
CleguiaWieguROvinClaltaK Se 9 4h WE bo hh t ends ee eae ey 8.50 (2) 
CrOSSMITC OIC meee say a. eke Ae PUA Ster one BEE $127.50 


(1) 80% x $42.50 = $34.00 — $15.00 = $19.00 
(2) 20%x $42.50=$ 8.50 


65 A Canadian resident individual shareholder would include in his income the $127.50 of 
gross income and would take credit against his federal tax payable for the creditable foreign 
and creditable federal tax. He would take credit against his provincial tax payable for the 
creditable provincial tax. 


66 A non-resident would apply the $15.00 of credit for foreign tax against the Canadian 
withholding tax. Depending on the rate of withholding tax applicable to the dividend the 
non-resident might be liable for further tax, might have his tax liability totally satisfied or 
might find that the credit exceeded his Canadian tax liability. 


67 It was suggested in the white paper that a company having creditable foreign tax on 
hand might declare a gross dividend equal to the dividend to be paid plus an amount of 
creditable foreign tax. The company would treat any creditable foreign tax as a withholding 
tax which it would retain as a recovery of foreign taxes previously paid. This would apply to 
both Canadian and non-resident shareholders. The Canadian shareholder would gross-up 
from the net dividend in computing his income and tax. The non-resident would be liable 
for withholding tax computed by reference to the gross dividend and against this liability 
would be applied his portion of the creditable foreign tax. Where the available creditable 
foreign tax was not sufficient to equal 15/85ths of the dividend to be paid, the gross 
dividend would presumably be equal to the net dividend plus the shareholder’s pro rata 
portion of creditable foreign tax on hand which would therefore need to be known at the 
time of declaration of the dividend. 


68 The following example contrasts the present system with the proposed system and 
illustrates the utilization of creditable foreign tax. The company is assumed to have both 
Canadian and foreign source income, has one class of common shares and typically pays 85¢ 
per share in quarterly dividends. There are two hypothetical shareholders, each holding 100 
shares, one a resident of Canada, the other a non-resident. The example has been simplified 
for illustrative purposes and deals with creditable Canadian tax as a single item rather than 
dealing separately with federal and provincial tax. It also utilizes a flat 15 per cent with- 
holding tax on dividends to the non-resident shareholder. 
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Present System 


Under the present system the payment of 85¢ per quarter on 100 
shares of Company X is treated in the following manner: 


Quarterly dividend. 22254405555. 0 eRe eee ee 
Withholding tax =-1:5%-2. 2.2; Bae een eee 
Net dividend) :o.9. oo. Se eee eee ee 


Canadian tax:— say 40% < cu0.ak ame are ee eanen tes rene 
Lessi207idividend taxccredit;, <a ecr. eee 


Net Canadian tax ©. i.e oe ee ee eee 


Proposed System — only Canadian income and Canadian 
creditable tax on hand at the time of payment of the 
dividend and sufficient creditable tax to cover the 
dividend. 


Under the proposed system the company could continue with its 85¢ 
quarterly dividend, but would be required to advise Canadian 
shareholders of the creditable tax flowing with the dividend: 


Quarterly dividend ~36-73e-s ae ee ee 
Withholding tax lS Zoo fa 2e Meet eats ee ete a 
Net dividenitl Fe is-25 5 2 ia oe he eee ie tee 
Creditablettaxtlowine' = acqor ek eee ee ee 
GrOSSEd=Up CIVIC ENC. 05 eee een eee 


Canadian tax—.says 40 Fo. 15 eo ae age oe ee a 
Less creditableitax as. ee. ee ee 


Net Canadian tax: a. a5 cement ene ne, eee 


Proposed System — both Canadian and foreign income and 
creditable tax on hand at the time of payment of the 
dividend. 


Where the Canadian company suffers a foreign withholding tax on 
dividend income or pays foreign tax on branch income, it is 
proposed that such tax be treated as creditable to the extent 
of 15/85ths of the net foreign income. Foreign creditable tax 
would flow to all shareholders to the extent of 15/85ths of 
dividends paid (within the limits of the amount of foreign 
creditable tax on hand). 
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Resident Non-Resident 
Holder of Holder of 
100 Shares 100 Shares 
$ 85.00 $ 85.00 
Pale 
$ 85.00 £72 95 
$ 34.00 
17.00 
$ 17.00 Fy b2 5 
$ 85.00 $ 85.00 
12:75 
$ 85.00 Sul 25 
$ 42.50 $ 42.50 
OT 0 n/a 
$ 51.00 
42.00 
$ 8.50 e275 
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RPE CUD MAIVINLCIIA MON dit wis. cated suds seals 5 $ 85.00 $ 85.00 
Creditable tax flow 
DOReISU ST OOWMIN SeSGS: oes eee. oe See aD: $ 15.00 $ 15.00 
CU UECTOPRATE © 008 bok yt A ca ee 27.50 __ 27.50 
$_ 42.50 $ 42.50 
The $15 of creditable foreign tax would form a part of the 
creditable tax flowing to the Canadian individual shareholder 
for gross-up and credit purposes with the creditable Canadian 
tax making up the balance — up to a maximum of 50% of the 
dividend received. The $15 of creditable foreign tax would 
satisfy the 15% Canadian withholding tax of the non-resident 
shareholder. 
Proposed System — insufficient creditable tax on hand to 
cover the dividend 
The effect of the proposal to declare a gross dividend equal to 
the net to be paid plus a portion of creditable foreign tax is 
illustrated below on the assumption that the two shareholders 
described are the only shareholders and that the company 
starts the year with $200 of creditable tax — $150 Canadian 
and $50 foreign — and does not add to its creditable tax 
during the year. 
Die as mauaitery CIVIGeNG wwe tik s a> sks okie Sd $ 85.00 $ 85.00 
Creditable foreign tax flow 15/85ths of 
ee OUMACO UG see aeee Women Shes sues one eae ees asi 15:00 15.00 
ReMaSGIOIVIC CH GNCClATCO eaiaMia d csnd ecilesie donaid ae alee 8 $100.00 $100.00 
Pre dilaplene madtantaX TOW vme-ce acess Scns Gib Sos $ 27.50 $127.50 
Grossodipidividend of réesidentiinas 0. sie $127.50 
Resident 
Tax on grossed-up dividend — say 40% .............. $ 51.00 
Pees SrehC Cit ne We Ae Sis ch ale fe aaa 4 8 2 42.50 
[ESTEE 4 lee ee ee ee $ 8.50 
MER SCIPAXeTeCRIDL pas cc cs ets epee tee ee $ 76.50 
Non-resident 
15% withholding on gross dividend of $100 .......... $ 15.00 
Poss creditable foreign tax, ota. fae oe 2a 2 ee 15.00 
Weprix te peoriminel divers 4.2.2 case sees s PES Ss $ 0 
Pietra cet Cama CIA TAK) << owls hd divas eee Bee Ba ae we $ 85.00 
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ii) Second quaterly dividend ($115 of 
creditable tax remaining — $95 
Ganadian and G2 O:COrei i) ane eee 


Creditable foreign tax flow — limited 
to amounton hand. 2.23.80 e ee ee ee 


Grossidividend = declancdie stein ean ene 
CreditableGanadianm tax tlow-ws eae eee 
Grossed up dividend of resident...) er ee ee 


Resident 


Tax on grossed-up dividend — say 40% ............. 
ess Credit! 52.402 + Seater ere ee eee 
Net (aX 7 caso vets c 4c yee nh) Speree Ree arc ee ed eee 


Non-resident 


15% withholding on gross dividend of $95 .......... 
Less creditable foreign taxa os wee ee 
Nettiaxsto: benwithheld. ic 3 reece eee 


Netaiter Canadian (ax 70 ec ccs ee ee ee 


iii) Third quaterly dividend ($30 of 
creditable tax remaining — all 
Canadian)" sa is tereee.. Sie ae ee ee eee eee 


Creditable foreign: tax 10 W re ois ene 
Gross dividend declared a1 1: rates ee te, ae er 


Creditable Canadian tax flow — limited 
to MMoOunL OM hand 2 5 seen ae oe eee 


Resident 


Tax on grossed up dividend — say 40% .............. 
GSS CLONES bape ek ee tee ae eee ee 
INGE tat Cone sp eres co Se, eA, Sica nn AP aay 


ad 


Resident Non-resident 
Holder of Holder of 
100 Shares 100 Shares 
$ 85.00 $ 85.00 
10.00 10.00 
$ 95.00 $ 95.00 
32.00 $ 32.50 
$127.50 
So k-00 
42.50 
Saro.0 
So 0L0 
$ 14.25 
10.00 
Su 425 
$ 80.75 
$ 85.00 $ 85.00 
0) @) 
$ 85.00 $ 85.00 
$ 15.00 $ 15.00 
$100.00 
$ 40.00 
15.00 
$ 25.00 
$ 60.00 
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Non-resident 


15% withholding on gross dividend of $85 ........... S25 
Pes Jote sit ale foreign taXd A) eet eta eee kOe 0 

INC Tata srOUe WATNOLUy cross oy aoe bao od wae ee >. Le 

INeitatic a Caniaulan axe: wre as he hs op boa dees see ab Ae) 


69 One of the problems with this concept is the proposal to declare a gross dividend (i.e. 
net to be paid plus creditable foreign tax) when the intention is to pay a lesser amount of 
actual dividend. Since creditable foreign tax will flow with the first dividend paid (to the 
extent of 15/85ths) it will be necessary that the directors be aware of the amount of 
creditable foreign tax on hand at the time of declaring a dividend. The gross declaration 
could turn out to be the wrong amount should the company incur further creditable foreign 
tax between the time of declaration of the dividend and its actual payment to the share- 
holders. It may be possible to deal with this problem in the case of common shares by 
declaring “formula dividends” i.e. dividends of a cash sum plus the shareholder’s pro rata 
portion of creditable foreign tax on hand up to 15/85ths of the cash payment. Some 
alternative procedure would seem to be necessary to deal with dividend payments on prefer- 
ence shares and interest payments on income debentures. These payments are generally 
fixed in amount and would not be expected to fluctuate with amounts of creditable foreign 
tax. Additional practical problems can be contemplated if the initial intention had been to 
pay the net dividend as a stock dividend. 


Creditable Foreign Branch Tax 


70 Foreign tax paid on branch profits of a Canadian corporation would be creditable to 
the extent of 15/85ths of the net branch profits. It is not known how the amount of such 
creditable tax would be determined in practice and answers will be needed to the following 
questions: 


e For purposes of the 15/85ths limitation will profits need to be determined under 
Canadian tax rules or is the amount of profit (converted to equivalent Canadian 
dollars) actually subjected to foreign tax to be used? 


e Is a portion of each instalment payment of foreign tax to be considered to be credit- 
able? If so, to what amount is the 15/85ths limitation applied? 


e What rules are to be prescribed to deal with assessments and appeals arising in the 
foreign country? 
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e what happens if the foreign tax paid had been carried out to shareholders with 
dividends as creditable foreign tax and is subsequently recovered because of overpay- 
ments of current instalments or the carryback of subsequently incurred losses? 


Shareholders Receiving Dividends Carrying Creditable Foreign Tax and Creditable 
Canadian Tax 


771 Canadian shareholders receiving a dividend would gross-up from the amount of the net 
dividend (i.e. the gross dividend declared less the creditable foreign tax withheld) for both 
creditable foreign tax and creditable Canadian tax. They would take credit for all forms of 
creditable tax in determining their net tax liability. In certain circumstances this could result 
in net refunds, particularly to lower income shareholders. These refunds could arise solely 
from creditable foreign tax where no Canadian corporate tax had been paid. Where the 
shareholder was an exempt Canadian institution the creditable Canadian tax would never- 
theless flow from the company but would not be refunded. Thus it would be wasted. It is 
not clear whether or not the amount withheld from the gross dividend in respect of credit- 
able foreign tax would be refundable to the exempt Canadian recipient or whether his 
entitlement would be limited to the net dividend received. 


72 Non-resident shareholders would presumably be entitled to receive the gross dividend 
declared by the company less the appropriate rate of withholding tax with the creditable 
foreign tax applying to satisfy in full or in part their withholding tax liability. For foreign 
shareholders liable to the proposed general rate of withholding of 25 per cent there would 
always be some net further withholding to satisfy their Canadian tax liability. Foreign 
shareholders liable to a 15 per cent Canadian tax could have their liability fully satisfied by 
the application of creditable foreign tax or could be liable to a net withholding. Foreign 
shareholders who were eligible for a 10 per cent withholding because of the company having 
a degree of Canadian ownership or liable to no Canadian tax because of a treaty exemption 
(e.g. U.S. charities) would frequently be entitled to receive a greater amount as a gross 
dividend than the company intended to pay as a net dividend. It is not clear whether the 
company would pay the gross dividend less the appropriate withholding and recover any 
excess payment from the federal government or if the company would pay only the net 
dividend leaving the federal government to account directly to the foreign shareholder for 
his creditable foreign tax entitlement. If foreign governments are to accept that their tax- 
payers’ foreign source income is the gross amount of the dividend and that they have in fact 
incurred a foreign (i.e. Canadian) tax then the former procedure of a gross payment by the 
Canadian company would seem to be required. Creditable Canadian tax would flow with 
dividends to non-resident shareholders but would be totally ignored in determining their 
Canadian tax liability and thus would be wasted. 
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73 Canadian shareholders would receive credit for creditable foreign tax only to the 
extent of 15/85ths of the net dividend. It is thus possible that a Canadian company could 
have enough creditable tax in total to fully cover a dividend but because of the nature of the 
creditable tax it could not fully flow to the shareholders. For example: 


Accumulated earnings of corporation ...................... $100.00 
Creditable tax — 
ECCI tN ATER eee or ee oe ee Ay 25.00 
AGadiacinrrne ete Aeette ok) Seeders. LON s octaves __ 25.00 
$ 50.00 
ivincuuwe siarenolder (Net) oo) 6663 ve Ge a eke kw ole ae ee $100.00 
Creditable foreign tax — 

SS ONSEN MOOTEN! 18a. Lb Hae 4 RW OSG eee oles Lge 
EPROSS COR VGRSS TYG so Ss ee dy ee $117.65 
Creditable Canadian tax — 

$50.00 — 17.65 = $32.35 but limited 

OMELETTE TET Pa) Roe en eM eae ee ee 25.00 
OSSSIING OHS) Lig, cues ER $142.65 


This would leave $7.35 of creditable foreign tax in the company but with no earnings 
available to carry it out to the shareholders. These problems of wasting creditable tax on 
exempt persons, wasting creditable Canadian tax on non-residents and locking in existing 
creditable tax may be expected to lead to various corporate arrangements designed to 
maximize the use of creditable tax for the benefit of shareholders. Such a procedure is 
described in the attached Appendix. 


Individuals and Corporations not Resident in, or Having Income Allocated to Other than a 
Prescribed Province 


74 At the present individuals who are resident in the Yukon and the Northwest Territories 
or who are abroad but are deemed to be resident in Canada pay federal income tax without 
provincial abatement and are not liable for provincial income tax. Under the white paper 
proposals which discontinue the general provincial abatement and produce a net federal tax 
rate schedule, such persons would be liable to a federal surtax corresponding to the pro- 
vincial tax. Presumably, creditable provincial tax flowing with dividends to these people 
would apply to reduce this surtax and the federal government would absorb the cost of the 


credit. 


75 Similarly, it may be expected that corporations allocating some or all of their income 
to the territories would treat a portion of their federal tax as creditable provincial tax for 
purposes of reporting to their shareholders. This might be done in the following way: 
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TotsincOnies eee ee eS ee ee ee $10,000 
Ontario POriGl - cavcaqen: cone ee eee 40% 
Territories Portion. | aasn1en aeuh oe ene 60% 
Non- Creditable Creditable 
creditable Federal Provincial 
‘Tae slice TES 


Ontario income 
bedépal tax: 40%... Aa ee $ 800 $ 800 
Ontario tax 1090 =o, pee en tenes ee ee 280 $ 200 


Territories income 
Federaltax—S0Vo ee a etree ea ee eee 1,500 1,200 300 


76 The provinces would then be expected to give credit to the shareholders of the cor- 
poration against their individual income tax for this “territories — provincial” tax. 


77 \t is not known whether or not a similar procedure might be intended to deal with the 
tax on business profits of Canadian corporations earned in foreign branch operations. A 
Canadian corporation having a branch in the United States, for example, would pay Cana- 
dian federal tax on those branch profits with credit for U.S. taxes paid. Under present rules 
those profits would not be subject to provincial corporation tax since they are attributable 
to a permanent establishment outside of the provinces. It is possible that the corporation 
may have no Canadian business establishment. 


78 A Canadian company earning $10,000 in a U.S. branch would face U.S. tax of approxi- 
mately $2,200. Canadian tax at 50 per cent and after credit for the U.S. tax, would be 
$2,800, of which $1,400 would be creditable ($1,376 — being 15/85ths of $7,800 — of the 
U.S. tax would also qualify as creditable foreign tax). To make the system workable, it 
presumably would be intended that some part of the $1,400 of creditable tax (perhaps in 
the typical 40:10 ratio) should be treated as creditable provincial tax. 


79 Should the above company pay out its total after-tax earnings of $5,000 as a dividend, 
creditable foreign tax would flow to the extent of 15/85ths of the dividend or $882 and the 
$1,400 of creditable Canadian tax would totally flow leaving the dividend not fully covered 
with the maximum ($2,500) creditable tax. Thus an individual Canadian shareholder would 
report his share of the gross income of: 


Cash Gividerice esha ki eae, See Re eee ee eee $5,000 
Creditable-topeicn (axes bee ea ee 882 
Grenirab be Caria cial via seasons eee ee ae 1,400 

$7,282 
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and pay tax on this figure. If he is to treat some part of the $1,400 as creditable against his 
provincial tax then some procedure will need to be devised under which the corporation 
may determine the amount to be reported to him. 


Mining Companies 


80 The accounting for creditable tax by mining companies may be more complex than for 
non-mining companies since many companies earning mining profits would also earn non- 
mining profits as well. Some would be in receipt of dividends or realizing capital gains and 
thus would need to account for the special fully-creditable 33-1/3 per cent tax or for 
creditable foreign tax. 


&7 Under the revised proposals for the mining industry, the federal tax on mining profits 
is to be abated by 25 percentage points to a net of 25 per cent. It would seem that this 
could give rise to two possibilities as regards creditable tax. Firstly, the federal government 
may wish to continue the general 40:10 federal-provincial ratio and thus give credit for 20 
percentage points of its net 25 per cent tax, leaving the provinces to give credit for 5 
percentage points of creditable tax regardless of the level of their income tax. Alternatively, 
50 per cent of the 25 per cent could represent creditable federal tax and 50 per cent 
non-creditable tax. 


82 Until the provinces determine their position regarding the detailed taxation of mining 
profits, it is not possible to determine what rules might be appropriate concerning provincial 
creditable tax. Should any province increase its corporate income tax on mining profits to 
25 per cent or more then it would seem logical that 50 per cent of the 25 per cent rate be 
treated as creditable tax. This would give rise to the possibility of differing amounts of 
creditable tax arising because of differing provincial rules. The more likely possibility would 
seem to be that the federal government will give credit for 20 percentage points of credit- 
able tax and the provinces for 5 percentage points. It is not expected that any portion of the 
mining tax would be considered to be creditable. 


83 Some potential alternatives and assumptions are summarized in the following table 
using the general assumption of 20 per cent creditable federal tax and 5 per cent creditable 
provincial tax. It has also been assumed that the provincial mining taxes will cease to be 
deductible in determining income subject to tax as was proposed by the federal government. 
The table has been simplified by treating the provincial mining tax base as being the same as 
the income tax base (for other than depletion) although this would rarely be the case. 
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Table 7 


Some Alternative Procedures for Taxing 
Mining Profits 


Provincial 
Income and Province 
Mining Tax Province Increases 
Base in Agree- Substitutes Income Tax 
ment with 15% Income to 27% and 
Federal Income Tax ior Continues 
Tax Base Mining Tax Mining Tax 
NO EARNED DEPLETION AVAILABLE 
Mining proints. 0-2. 2 ao ye ee eee ee $100.00 $100.00 $100.00 
Taxable incomes < Geet 5 re, 2 $100.00 $100.00 $100.00 
Federal income tax — 25% 
ereditablé:Ge.garcn hh ae pe eee $ 20.00 $ 20.00 $ 20.00 
non=créeditab less ss 34 ee an ee 5.00 5.00 5.00 
$2500 Sal oL00 $.azo-00 
Provincial income tax — 12% 
CHOC EAD Leics os a SaeOLOU $ 5.00 $ 5.00 
MON-Cre dita lene pas. p pace eee eee ee ee ne 7.00 22.00 POLOO 
ole 00 $ 27.00 S200 
Provincial mining tax — 15% 
nor creditable’ eae eee ee $015.00 $ 0 $ 15.00 
Total taxes 
creditable-s ta wi oe Fe eee ee $ 25.00 $ 25.00 S$” 25:00 
non-Creditableays! 2 teehee! oy oe oe ee: 27.00 27.00 42.00 
$252.00 § 52:00 $ 67.00 
MAXIMUM EARNED DEPLETION AVAILABLE 
Minitie DFOUItS hy cease a) bas ee een ne $100.00 $100.00 $100.00 
Less. depletion: 4.3.) sett ae eee S88: Sono SSeS 
AVA ADILETINCOINIC: Sete ale ree kn ie a ee eee $ 66.67 $ 66.67 $ 66.67 
Federal income tax — 25% 
Credifablens sx ochaake eee eek nee ae S S:33 na We Ao S P33 
Non-Credifa bled swift a ae ne Pe ee 353. 3.33. SS 
$ 16.66 $ 16.66 $ 16.66 
Provincial income tax — 12% 
CACAONL 18] (eel Oe Me ee Bes ee ay Jee) $: 3.33 SF 3530 $ 3.33 
MON-CYeCita ple bic eer he ee ae eee Bae 4.67 14.67 14.67 
$ 8.00 $ 18.00 $ 18.00 
Provincial mining tax — 15% 
Nonecteailah 6 sores. AN en eae os ae $15.00 $ @) $ 15.00 
Total taxes 
CLOCICA DIG Been roy male hae, Rake pom nin Nee ae ate $ 16.66 S$. 16.66 $ 16.66 
THOT -CROU Ita DIGI atch, kt ee ee en ee 23.00 18.00 33.00 
§ 39.66 $ 34.66 $ 49.66 
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84 Should some of the provinces not adopt an income tax base which is identical to that 
of the federal government, rules would be necessary to determine the appropriate amount of 
provincial tax to be treated as creditable. In such a situation, it is not known whether 5 per 
cent creditable provincial tax would be 5 per cent of the federal taxable income or 5/12ths 
of the provincial tax levy (assuming a 12 per cent corporate tax rate in the particular 
province). 


Instalment Payments of Tax 


85 Instalment payments of tax are generally in round amounts and based on the exper- 
ience of the preceding year. (In fact, present income tax law permits the first two federal 
instalments to be based on the results of the second preceding year.) Adjustments to arrive 
at the actual tax are made later in the year or on filing the corporate tax return. If it is 
necessary that corporations analyse each tax instalment to identify on some preliminary 
basis the fully creditable, partly creditable and non-creditable tax elements it will create 
considerable complexity. From a corporate point of view, it would be logical to attempt to 
maximize initial credits to creditable tax accounts by arguing that tax instalments cover 
firstly the net tax on inter-corporate dividends and tax on share gains (fully creditable) 
while secondly covering tax on business profits (partly creditable) and further that no 
recognition was taken of share losses in computing the amount of instalment payments. It is 
not known whether such treatment would be acceptable. 


86 The example shown in Table 8 illustrates the computation of taxable income, tax 
payable and creditable tax and demonstrates the difficulty of identifying the amount of 
creditable tax on a current basis. It is assumed that the current income allocation rules 
would apply to all corporate source income, that provincial corporate tax rates would 
continue at present levels and that they would apply to all corporate source income, i.e. to 
business profits, dividends and capital gains in the manner outlined previously. 


87 In order to simplify the example, it is assumed that the corporation does not have 
foreign source income or foreign shareholders, is not engaged in the fields of mining or oil 
and gas, carries on business in only two provinces (current sales/wage ratio 60:40), pays its 
Ontario capital tax as a separate deductible item, has only a minor number of adjustments 
between financial and taxable income and has dividends from other Canadian corporations 
which carry creditable tax in the 80:20 ratio. For ease of calculations most amounts are 
shown in even thousands of dollars. 
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Table 8 


Computation of Taxable Income, 
Tax Payable and Creditable Tax 


Corporation X 


Income shown on financial statements 
Business prouishst, aso aaa bee eee ene 
Dividendtincon Camas Serene a ae ae 
Capital gain. on, salevonshares.5, 90 a eee eee 


Provision for taxes on income 


= current... wad Oa eee eee $47,000 
= deTerreds ian Sipcetcaae een ee eee eee 10,000 


Neét protitsiOnyedr 625.315 saceenore ee eee 


Taxable income 
Business proits. iv haere: eee ees 
Expenses not deductible in 
determming taxablesncOmie see 
Capital cost allowance claimed 
iti excess OF depreciation written. 4e5 a> 


Taxable;business provits* sats are eee 


Dividends from other Canadian 
COrporations. .". Al Bae eeee eee fee ae 
Creditable:tax cnc oocens eee 


Taxablesamount:< ¢occ oe eee 


Capital gain on shares of other 
Canadian-corporations: fesse ween 


Fotabtaxable income: ..: erie a. eet eee 


$100,000 
11,000 


3,000 


$114,000 


57,000 
§ 57,000 


$100,000 
5,000 


(20,000) 
$ 85,000 


$ 11,000 
4,000 


ae EN L, 


$_ 15,000 


Table 8 (cont'd) 


Computation of Taxable Income, 
Tax Payable and Creditable Tax 


Tax payable — federal 


On business profits 
PAN RaW) tteeee: Rota Me sto, he" 
2A Oy Deve Sof O00 0 08 Mi ak re 
On capital gain 
BOVe X 33-1139 X% b3:000 i «as eevGse <2 
On dividends 
SOM 3 3=1/3% x $19,000" 05 a... $4,000 


Bess credit 80Zx $4,000 - 220... 3,200 
ENC EMANLOMIAY TT Seti s oto k doe a sos o8 


Tax payable — Manitoba 


On business profits 
7 40 O00 ia ee nk bars 
1370 X40 70 2b OU,000) «sis c cee os 
On capital gain 
26% x 40% x 33-1/3% x $3,000 (2) 
On dividends 
26% x 40% x 33-1/3% x $15,000 (2). 520 


Less credit 40% x 20% x $4,000 .... 320 


INCE TOMPAV eee eae ke ks 
Tax payable — Ontario 


On business profits 
OX OOo Kp SHOOU a SS ee 
ha X GO 76, Xe 80,000 as eres hesiars os 
On capital gain 
24% x 60% x 33-1/3% x $3,000 (3) 
On dividends 
24% x 60% x 33-1/3% x $15,000 (3). 3 720 


Less credit 60% x 20% x $4,000 .... 480 
Meri arcLo Tay asi av unee ae =o s+ 
DPV OTSS 8 Oe, ie Po 


Total 


$ 2,000 
32,000 


800 


800 
$35,600 


$ 260 
4,160 


104 


200 
$4,724 


$ 360 
5,760 


144 


eet 80. 
$ 6,504 


SS Sas ee 


$50,828 
4,000 


ns ae 


$46,828 
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Non- 


Creditable 


$ 2,000 
16,000 


$18,000 


Creditable 


Federal Provincial 


$16,000 
800 


4,000(1) 
$20,800 


$1,600 
80 


400(1 ) 
$2,080 


$20,800 $5,200 


(1) The creditable tax flowing with the dividend would be creditable on receipt of the dividend : 
whereas payment of the additional tax would give rise to creditable tax only when the payment 


was made. 
(2) 13/10 x 20% = 26% 
(3) 12/10 x 20% = 24% 
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88 If one could know at the beginning of a year that the above figures would represent the 
results of the year’s operations and the tax thereon, then it would seem logical that the 
corporation would pay monthly instalments on account of federal and Manitoba tax of 
$3,400 and bi-monthly instalments of $1,100 to Ontario. It could also be determined that 
of the $3,400, on a pro rata basis — approximately $1,750 is non-creditable, $1,500 is 
creditable federal tax and $150 is creditable provincial tax. Of the $1,100 payment to 
Ontario, approximately $650 is non-creditable and $450 is creditable. 


89 Obviously, however, corporations do not have this information available when making 
early instalments of tax and many will not have it available much before the time for filing 
their tax returns, i.e. six months after the year-end or seventeen months after their first 
instalment of tax was due. If each corporation is to estimate the creditable tax portion of 
each instalment of tax, some will be exact, many will be close, some will be extremely 
inaccurate — and a few may not even try. Yet accurate information will be essential and 
shareholders whether they be individuals, trusts or other corporations, residents or non- 
residents will need to be able to rely on the information provided to them by the corpora- 
tion. 


Provinces not Party to the Collection Agreement for Personal Income Tax 


90 At the moment the province of Quebec is the only Canadian province not party to the 
federal-provincial collection agreement for its personal income tax. As discussed earlier in 
this analysis the proposed federal personal income tax rate structure would not provide for a 
general tax abatement for provincial tax but would be structured on a net basis with the 
collection-agreement provinces free to apply their tax at whatever percentage of the federal 
tax they should wish. This» could: bewat a rate ,or 26 per cent) @emihe presentiodera! 
abatement for provincial tax) or any other percentage the province might choose. 


91 To recognize the additional programs which the province of Quebec has assumed and 
the resultant increased Quebec personal income tax, the federal abatement for Quebec is 
currently 50 per cent. On the assumption that Quebec will continue to levy its own personal 
income tax and recognizing that other provinces might also assume further cost responsibili- 
ties which would necessitate a change in the rate schedule, the federal government proposed 
a continuation of the abatement system for such costs. 


92 A taxpayer resident in a province for which a further abatement of 22 per cent was 
provided could compute his tax in the following way: 


54 


Technical Study on Integration 


Lederain axabieaneonie mere en Jee Srey Soe $100.00 
CCEA LAK tere See ee EN eee oe ee Tg th Rh e S $ 25.00 
Less provincial abatement — 22% ................... 5.50 
$_19.50 

RLOMIN CIAL AKAD IC INCOME ae an Beye tae. Cah sages $100.00 
EEONEICIANLAX® cee Ae Sam are! ¢ phe sk. eee oe ree a ie $ 13.00 
LEER BAS G8 SNR SOT 0 ee ae ee ee oe peo ou 


93 If the taxable income was totally dividends from Canadian corporations carrying the 
maximum creditable tax the computation could be made in the following way: 


Pederaltaxapie Income alter STOSS-UD) e.44,2% ook ore oe vd ws $150.00 
| PCG (GRE. Gee eee ar Ae ee ae ee $ 38.00 
Mess DIOVINCIALAGALEIMENt— 2270. usec << degre us wn se 8.36 

$ 29.64 

Mes emene UIE OF COlMOLALCM AX cece ce ore entail Gand ee ee 40.00 
NCPLCUer als CUMING amr ates (feat d clertin Seyceciate a ances tora lan Tee $_ 10.36 
Provincial taxable income after gross-up .................- $150.00 
Pe VAIN ta Kemer te Pea RS Pen AS Rr Rice nl a 2 kin ty ORE AE DAN $ 25.00 
Hee Ssretei Et Ol COLpOlatetaX« cm ec eas Bole as 10.00 
ete LOVMnC a OXe eet rN ene ha Oak Giese aad aes aM $ 15.00 
TROUPES (ASHI) 5 ie let ele Se ARO 2 = oe a aM $ 4.64 


94 If the province decided not to adopt the integration proposal the tax might be com- 
puted in the following way: 


With 10% With No 

Provincial Provincial 

Dividend Dividend 

Tax Credit Tax Credit 

Federal taxable income after gross-up ..........0:+ $150.00 $150.00 

Beer alet AR ae ee erties, as win ech a we $ 38.00 $ 38.00 

Less provincial abatement — 22% .........----- 8.36 8.36 

$ 29.64 $ 29.64 

Tess crcaitot conporatetax) ies &. tic sy cae eae 40.00 40.00 

ING POCELAMTOUUIAG BA RUE Fe ois s AIA tht eke Oe wig Mans $_10.36 $ 10.36 

Provincial taxable incomes: (.5. feos. oe ee ae $100.00 $100.00 

Peruana ta ee ete as or Gc ee pie ae aa ee es $ 13.00 $ 13.00 
PeRsaIViTiciU PARCCLC CNG ual ees seis ls cin fe hens 10.00 

Wet provincial (aX 4-6 a hase ee ee ee eee $ 3.00 $_13.00 

$ (7.36) $ 2.64 


Maltese TeLund |) Paeetoe he «cine ea nna ears ea Me 
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95 It does not appear that it is intended to vary the normal 80:20 ratio for dealing with 
creditable tax to recognize the further provincial abatement. While the cost of the present 
20 per cent dividend tax credit is shared federal — provincially in the personal income tax 
ratio, for example 


Ontario — approximately 78:22 
Manitoba — approximately 72:28 


the sharing of the credit for corporate tax would continue in the 80:20 ratio, viz. in the 
corporate tax ratio. 


Changes in Corporate Tax Participation 


96 Should the provinces move in time to a greater participation in the corporate income 
tax the creditable tax components would need to be varied. For example, if the federal 
corporate tax abatement were to be increased to 15 per cent, the creditable tax calculation 
by a corporation carrying on business in a province levying a 17 per cent tax would be as 
follows: 


Tax payable on corporate 


PIOLIES Of: $1 OO Seay ote ea eee ere $52.00 

Consisting of — 
Non-creditable take eres en eee eee eee eee ere $27.00 
Creditablestederalttaxt50/o xis a ae een eee 17230 
Creditable. provinicialitax.507osk sb lS seen mer oe cee 150 
$52.00 


97 The 33-1/3 per cent fully creditable tax would then consist of 23-1/3 per cent credit- 
able federal tax and 10 per cent creditable provincial tax. Transitional rules would be 


necessary to deal with creditable tax accumulated in the 80:20 ratio and moving on to the 
70:30 era: 


Start-Up Provisions 


98 Since the proposed system of integration would be totally new and would commence 
on a given date, it would be necessary to provide special transitional rules to deal with 
earnings accumulated under the present system which were distributed by way of dividends 
to shareholders under the new system. The general proposal was to permit corporations to 
elect to pay a special 15 per cent tax on all or part of their accumulated surplus. This tax 
would be withheld from dividends to all shareholders, resident, non-resident or exempt. For 
the resident shareholder, there would be no further tax liability (and no refund of tax). 
However, the amount of the gross dividend (i.e. the amount before withholding tax) would 
be considered to be a return of capital and applied to reduce the cost basis of his shares of 
the company for purposes of determining subsequent capital gain or loss. For a non-resident 
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shareholder the 15 per cent withholding tax would be treated as applying against his liability 
for withholding tax and he could be liable for further tax or could be entitled to a refund of 
tax depending upon the withholding rate in effect at the time. 


99 It is understood that this 15 per cent tax would apply to undistributed income and not 
to other forms of surplus; that it would effectively deal with any existing designated surplus, 


and that it would apply to presently exempt inter-corporate dividends paid out of control 
period earnings. 


100 Because the fiscal year-end of many corporations would not coincide with the date of 
implementation of the new system, it would also be necessary to provide transitional pro- 
cedures to deal with the determination of creditable tax for taxation years in progress. The 
proposal in the federal government technical paper of March 19, 1970 can perhaps be best 
illustrated in chart form as follows: 


If implementation Then on the date each subsequent instalment falls due apply the following 
day coincides with fraction to the total tax payments to that date when determining the amount 
the end of month of creditable tax. 
2 3 4 5 6 Z 8 9 10 11 Le 
1 LQ e2is 3/4 64/5 5/6) 16/7 7/8 8/9 SAO 10/1 shay 
2 13") 2/4 B/S A/6e S5/i7 6/8 T/9" B10 9/Tie, Iay2 
3 14a |S. Biome 5/8 <O/9P S710) 8/11 9/12 
4 1/55 92/6 3/7 “4y8- 5/9 610 HAA 8/12 
5 1/6 2/7 3/8 4/9 ‘S/10) 6/11 7/12 
6 1/7 2/8 3/9 4/10 Sh) 6/12 
7 1/8 2/9 3/10 4/11 5/12 
8 1/9 2/10 3/11 4/12 
9 1/10 2/11 3/12 
10 1/1] 212 
‘ie 1/12 


107 It was suggested that this estimate of creditable tax could be adjusted to the precise 
amounts when the tax return for the year was filed. Presumably rules will be provided which 
will describe what is to be done where shareholders have been advised of an incorrect 
amount of creditable tax, either too much or too little. 


102 It would seem that tables similar to the above will need to be provided to deal with 
direct provincial corporate tax payments. In addition, modified tables will be necessary for 
those corporations who might have less than a twelve-month year in progress on imple- 
mentation day or who decide subsequently to terminate the year prior to its running Its 
normal span of twelve months. 
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Commons Committee Proposal for Free Flow of Inter-corporate Dividends 


103 The Commons Committee proposed that dividends should flow from one Canadian 
corporation to another without the payment of tax under certain circumstances. In any case 
where the receiving corporation held a direct investment (i.e. 25 per cent or more of the 
shares of the payor corporation) the dividend should be free of tax regardless of whether or 
not it bore sufficient creditable tax. In the case of portfolio investments the dividends 
should flow freely only if a deficiency of creditable tax arose because of the provision of 
particular corporate level incentives. (The Commons Committee also proposed that divi- 
dends from widely-held Canadian companies received by closely-held Canadian companies 
generally be subjected to a 50 per cent fully creditable corporate tax as a method of dealing 
with the personal corporation problem.) The following table illustrates the procedure under 
which the Commons Committee proposal might work. In this example the income is shown 
as flowing only between two corporations. Where the free flow was available only because 
of the existence of a particular corporate level incentive, rules would be necessary to 
identify the income should it pass through a series of more than two corporations. 
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Table 9 


Illustration of the Commons Committee Proposal 
for Free Flow of Inter-corporate Dividends 


Corporate Direct Investment Corporate Portfolio Investment 
Insufficient Insufficient 
Creditable Creditable 
Sufficient Insufficient Sufficient Tax—due to Tax—due to 
Creditable Creditable Creditable “Flow-through” Other 
Tax Tax Tax Incentives Reasons 
Inter-corporate dividend $ 100 $ 100 $ 100 $ 100 $ 100 
Creditable tax 50 20 50 15 wei) 
Gross income $ 150 $ 120 $150 > 115 $120 
Tax — 33-1/3% $ 0 $ 0 be 50 ieee dod OD $ 40 
Less credit (50) (5) (20) 
Tax payable by receiving 
corporation SO $ 0 yo 0 $0 $20, 
After-tax receipt $ 100 $ 100 $ 100 $ 100 $80 
Creditable tax $ 50 $ 20 $ 50 eps $ 40 


Basis of share valuation 
Original basis of share 
valuation — say $1,000 $1,000 $1,000 $1,000 $1,000 
Adjustment due to in- 
sufficient creditable 


tax (2) a 60 70 = 
Revised basis $1,000 $ 940_ $1,000 $ 930 $1,000 
(1)Tax is calculated as 
follows: 
Dividend received $ 100 


Less portion not 
bearing creditable 


tax 70 
Net dividend subject 

to tax ve si!) 
Add creditable tax 15 
Income subject to tax $ 45 
Tax — 33-1/3% » See) 

(2)Maximum creditable tax $ 50 $ 50 
Actual creditable tax 20 15 
Deficiency S. 30 eee eS 
Cost basis adjustment 
(2 x deficiency) $ 60 > 70 
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Appendix 


ILLUSTRATION OF CANADIAN CORPORATE TAX 
COMPUTATION AND INTEGRATION OF CORPORATE 
AND SHAREHOLDER TAX 


The following schedules are intended to illustrate the position of a Canadian company 
— Company X — under the system proposed for taxing Canadian corporations and integrat- 
ing the corporate tax with the shareholder tax. Table A-1 sets out a summary calculation 
indicating the source of income of Company X which comprises income from Canadian 
operations carried on directly, income earned in Canada by Canadian subsidiaries and 
income earned in foreign countries by various foreign subsidiaries. Table A-1 sets out a 
possible dividend flow to Company X from its subsidiaries and from Company X to its 
various classes of shareholders. It is assumed that Company X has an annual dividend 
requirement of $10,000 on its preference shares and pays a $25,000 dividend on its com- 
mon shares. The calculations are shown in summary form on an annual basis. In actual 
practice the computations would need to be made each time a dividend was paid in order to 
establish the amount of creditable tax on hand and the flow of that tax to the shareholders. 
Creditable Canadian tax is shown as the aggregate of both federal and provincial tax. 
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000'9T$ O00'8TS  OOOD'TES OS £70 8h ~ 00c 5% souryeg 
OStz7$ = OST'STS =: ODO S ES 
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NOTES TO TABLE A-1 


(1) 


(2) 


(3) 


(4) 
(5) 
(6) 


(7) 
(8) 
(9) 


(11) $58 of creditable foreign tax would flow with dividend — 


(12) $1,442 of creditable Canadian tax would flow with dividend — 


Receipt by X 
Gross-up for creditable tax 


Tax at 33-1/3% — fully creditable 
Less credit 


Net tax to X 


Dividend payment 
Less foreign withholding tax — 15% 
fully creditable 


Net receipt by X (exempt) 


Dividend payment 
Less foreign withholding tax — 15% 
fully creditable 


Net receipt by X 
Gross-up for foreign tax 
— withholding $ 450 


— underlying 1,000 


Canadian tax — 50% 
Less credit for foreign tax 
Net Canadian tax 


After tax receipt 


Creditable tax 
Foreign 


Canadian 50% x $550 = 


15/85 of $10,000 to the extent of creditable foreign tax on hand 


50% of $10,000, less $1,765 


$300 of creditable foreign tax would flow with dividend — 


no effect on exempt Canadian entity 


$550 of creditable Canadian tax would flow with dividend — 


no effect on exempt Canadian entity 


$275 of creditable Canadian tax would flow with dividend — 


no effect on non-resident shareholder 


15/85 of $25,000 to the extent of creditable foreign tax on hand 
(10) 50% of $25,000, less $485 


no effect on exempt Canadian entity 


no effect on exempt Canadian entity 


Appendix 
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NOTES TO TABLE A-1 (cont’d) 


(13) $97 of creditable foreign tax would flow with dividend — 


Dividend $5,000 
Gross-up a 
$5,097 

Canadian withholding — 
15% x $5,097 $ 765 
Less creditable tax yl 
Net withholding $ 668 
Net dividend $4,332 


(14) $2,403 of creditable Canadian tax would flow with dividend — 
no effect on non-resident shareholder — 
cannot be offset against withholding on dividend 
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COMPANY X 
COMMENTS ON TABLE A-1 


Dividends to other Canadian corporations and to Canadian individuals are fully covered 
by creditable tax. 


Dividends flowing to Canadian exempt entities carry creditable tax with them even 
though such tax is of no benefit to the receiving shareholder. In the illustration set out 
in Table A-1, $358 of creditable foreign tax and $1,992 of creditable Canadian tax is. 
therefore, unused. This assumes that exempt Canadian shareholders will receive only 
the net dividend and will not receive the creditable foreign tax. 


Foreign shareholders receive credit for their proportionate amount of the creditable 
foreign tax which in the case of the preference shareholders fully satisfies the Canadian 
withholding tax requirement. In the case of the common shareholders there is an actual 
withholding of $668 since there is insufficient creditable foreign tax on hand to meet 
the withholding tax requirement. While Company X has had creditable foreign tax 
aggregating $2,250 during the year most of this has been carried out to the Canadian 
shareholders where it is treated in the same way as creditable Canadian tax. There is 
creditable Canadian tax still on hand in Company X but this cannot be used to offset 
the withholding tax on dividends to foreign holders of the common shares. In fact, a 
portion of the creditable Canadian tax is considered to flow to the foreign common 
shareholders but they receive no benefit from it. 


The directors of Company X might consider drawing further income from one or more 
of the foreign subsidiaries in order to cause a foreign withholding tax to be imposed 
and thus permit a flow-through of this tax to the foreign shareholders. In order to 
provide sufficient creditable foreign tax to totally eliminate the withholding of $668 
from dividends to the foreign common shareholders it would be necessary that there be 
$4,413 of creditable foreign tax on hand at the time of paying the common share 
dividend (15/85ths x $25,000 = $4,413). This could have been accomplished by with- 
drawing the $18,000 of accumulated earnings from the foreign subsidiaries in treaty 
countries and $8,200 from the foreign subsidiaries in non-treaty countries. This would 
have cost Company X $5,434 in additional current taxes, as illustrated below. 


65 


Technical Study on Integration 


Creditable foreign tax — 


On-hand. 24... Rea ee no $ 485 

15% ot $18:000 ioe ste es ee eee ee See 2,700 

15% 01k S282 00 sate a seer eee eee eter te een 1,230 
$4,415 

Tax cost to Company X — 

On $18,000 — foreign withholding tax $2,700 

On $ 8,200 — foreign withholding tax $1,230 

Canadian tax on $8,200 


+ gross-up for under — 
lying foreign corporate 


tax (25%) 
350 JOP x $5,333 1 _2,733 
$10,933 
50% of tax $ 5,467 
Less credit for 
foreign tax 
$1,230 
233 3,963 1,504 SE 


$5,434 


(195/75 x $16,000 = $5,333 
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Appendix 


COMPANY X 
POSSIBLE FORM OF CORPORATE REORGANIZATION 
TO ACCOMMODATE TO PROPOSED TAX SYSTEM 


The directors of Company X might consider a reorganization along the following lines 
in order to provide their various classes of shareholders with the maximum advantage under 
the proposed system without at the same time penalizing either the corporation itself or 
other classes of shareholders. 


Company X might be turned into a holding company carrying on no operations di- 
rectly itself. The existing direct Canadian operations could be transferred to an existing or 
new Canadian subsidiary. 


Each existing common share might be exchanged for one new Class A, Class B or Class 
C common share. All common shares would be freely inter-changeable from one to the 
other and all would be entitled to the same amount of annual dividend. 


The directors of the company might agree and provide in a prospectus or information 
circular that to the maximum extent possible dividends would be paid in the following 


manner: 


1. On Class A preference and common shares — out of earnings fully covered by 
creditable tax; 
2. On Class B preference and common shares — out of earnings having little or no 


creditable tax; 
3. On Class C preference and common shares — out of foreign source earnings. 


It would seem reasonable to expect that the Class A shares would tend to be held by 
Canadian corporate and individual shareholders, that the Class B shares would tend to be 
held by pension funds and other exempt shareholders and the Class C shares by foreign 
shareholders since a benefit flowing to any class of shares should tend to raise the price of 
all the shares so long as they are fully interchangeable. 
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NOTES TO TABLE A-2 


(9) 


*Tax currently payable less than 50% of reported earnings. 


15/85 of $7,450 to the extent of 
creditable foreign tax on hand 


50% of $7,450, less $1,315 


Receipt by X 
Gross-up for creditable tax 


Tax at 33-1/3% fully creditable 
Less credit 


Net tax to X 


15/85 of $17,000 to the extent of creditable 
foreign tax on hand 


50% of $17,000, less $185 
No creditable tax on hand 


Dividend payment 
Less foreign withholding tax 
—15% fully creditable 


Net receipt by X (exempt) 
15/85 of $850 
15/85 of $5,000 
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Table A-3 
COMPANY X 
Comparison of Position Before and After Reorganization 
Before (Table A-1) After (Table A-2) 
Retained earnings in Company X $ 63,200 $ 30,800 
Creditable tax $ 8,025 $0 
Retained earnings in Canadian subsidiaries 
paying full tax 22,000 45,000 
Creditable tax 11,000 22,500 
Retained earnings in Canadian subsidiaries 
paying less than full tax 9,000 20,550 
Creditable tax 0 wid 
Retained earnings in foreign subsidiaries in 
treaty countries 18,000 LS alihe 
Retained earnings in foreign subsidiaries in 
non-treaty countries 16,000 19,000 : 
$128,200 $19,025 $128,468 $23,275 
Increase $ 268 $ 4,250 
NOTES: 


1. The increase in retained earnings arises from varying the source of foreign earnings in order to 
make funds available at the lowest current tax cost. 
Tax paid by X on withdrawal of profits from foreign subsidiaries was — 


Before reorganization $1,300 
After 1,032 
$268. 
2. The increase in creditable tax arises from — 
Avoiding loss of creditable tax on dividends to exempt Canadian entities $2,350 
Avoiding loss of creditable Canadian tax on dividends to foreign shareholders 2,61 
$5,028 
Additional creditable tax arising on dividends from foreign subsidiaries — 
Tax after reorganization — all creditable $1,032 
Tax before reorganization $1,300 
Less non-creditable portion 275 1,025 ott 
$5,035 
Less increased creditable tax flowing to foreign 
common shareholders so as to eliminate the 
Canadian withholding tax of $668 — 
Creditable foreign tax flowing after reorganization $ 882 he 
Creditable foreign tax flowing before reorganization ped #85 
$4,250 


3. Retained earnings in foreign subsidiaries can only be made available to Company X by pay- 
ment of a 15 per cent withholding tax — all of which would qualify as creditable foreign tax. 
In addition the remittance of retained earnings from foreign subsidiaries in non-treaty coun- 
tries would require payment of Canadian tax at an effective cost to X of approximately 18 
per cent of the amount of retained earnings remitted. 50 per cent of this Canadian tax would 
be creditable. 
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COMPANY X 
COMMENTS ON TABLE A-2 


To the extent possible it would seem that future dividend requirements of Company X 
would be satisfied in the following way: 


Class A shares 


1. by drawing profits from Canadian subsidiaries paying less than full Canadian tax 
but only to the extent that those profits were covered by creditable tax; 

2. by drawing profits from Canadian subsidiaries paying full Canadian tax and whose 
dividends were thus fully covered by creditable tax. 


Class B shares 


1. by drawing profits from Canadian subsidiaries paying less than full tax — after 
having moved out all creditable tax with earlier dividends — provided rules are 
prescribed to permit a free flow of inter-corporate dividends; 

2. by payment of ordinary dividends from existing start-up surplus of parent com- 
pany without electing to pay the special 15 per cent tax; 

3. by drawing profits from treaty country subsidiaries whose dividends were liable to 
the lowest possible withholding tax and would be exempt in Canada. 


Class C shares 


1. by drawing profits from foreign subsidiaries in treaty countries. This would re- 
quire facing a withholding tax in order to have creditable foreign tax available to 
flow through to shareholders. 


z2 


Ontario 


